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ELECTRICITY MARKETS: LESSONS LEARNED
FROM CALIFORNIA

THURSDAY, FEBRUARY 15, 2001

HOUSE OF REPRESENTATIVES,
COMMITTEE ON ENERGY AND COMMERCE,
SUBCOMMITTEE ON ENERGY AND AIR QUALITY,
Washington, DC.

The subcommittee met, pursuant to notice, at 10 a.m., in room
2322, Rayburn House Office Building, Hon. Joe Barton (chairman)
presiding.

Members present: Representatives Barton, Cox, Largent,
Whitfield, Ganske, Shimkus, Pickering,.Blunt, Bryant, Radanovich,
Walden, Terry, Boucher, Sawyer, n, Doyle, John, Waxman,
Markey, Gordon, Barrett, and Luth

Also present: Representative G )
Staff present: Jason Bentley @ counsel; Miriam Erickson,
&

majority counsel; Bob Meyer y counsel; Joe Stanko, major-
teynsoordinator; Karine Alemian, profes-
lative clerk; Sue Sheridan, minority
y counsel, and Rick Kessler, minor-

ity counsel; Andy Black, polis
sional staff; Peter Kie ‘?b
counsel; Alison Taylor, Winoy

ity counsel. v

Mr. BARTON. The subcommittee will come to order. It is my prac-
tice, as subcommittee chairman, to do everything possible to start
on time, and it is 10. I am gratified that we have a number of
members here. I will not be calling any votes, since obviously I
would be outvoted if I were to do so, but we are delighted to wel-
come the Subcommittee of Energy and Air Quality members and
our audience and our witnesses to our first hearing of the 107th
Congress.

I am honored and privileged to be the chairman. I would like to
welcome apparently in absentia the new members of the sub-
committee. We have Congressman Chris Cox, Congressman Greg
Ganske, Congressman Roy Blunt, Congressman George Radano-
vich, Mary Bono, Gary Walden and Lee Terry on the Republican
side that are new to the subcommittee. On the Democrat side, we
have Congressman Tom Barrett and Bill Luther, who have been on
the full committee but not on this subcommittee. We also have both
new and full subcommittee members Michael Doyle and Chris
John. Let the record show that Congressman Doyle is actually here
in person, and we do appreciate that.

To all members, I want to say that I look forward to working
with you as we work in this Congress to craft an energy policy that
is good for the country, and also an environmental policy to the
subject that is within our jurisdiction that is good for the country.

o))
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We are going to be very busy. Energy policy is at the forefront
of the minds of the American people. All we have to do is look at
the various energy markets.

Last summer, with oil prices very tight, prices for oil, gasoline
and other petroleum products became unacceptably high. Supplies
of home heating oil were low. Prices for home heating oil in the
Northeast were very high. In my part of the country, the supply
for natural gas has not kept up with the demand for that product
and natural gas prices have been unacceptably high.

The number of refineries in this country continues to dwindle,
and their capacity has become even further constrained. Our trans-
portation and distribution outlets for energy have not increased to
meet the demands for this country and, of course, as we are going
to learn more about today in our State with the largest population,
the great State of California, their demand for electricity has out-
stripped their supply for electricity in that market, and we are
going to hear more about what has been the consequences of that.

In this Congress, the subcommittee intends to focus on the bal-
ance of supply and demand in energy. We also want to take an in-
ventory of our Nation’s energy capabilities and the obstacles that

we face in order to get a better suppé\é‘\(i(;(mand balance. Our com-
t

prehensive review will be of each different fuel sources, and
of also the various differences betw egions of our great Na-
tion. We intend to work closely r committees in the House
and the Senate and with the ent and Vice President and
his cabinet and the executive

Today we are going to Jegin
electricity markets. W b

eries of hearings dealing with our
o Yocus on the experiences of several
States which have restr their electricity markets in the last
several years. On the W Coast, the great State of California
which passed its bill in 1996 on the East Coast, the great State
of Pennsylvania, which also passed its bill in 1996; and finally in
the central part of the country, the great State of Ohio, which re-
structured in 1999.

In total, 25 States have passed restructuring legislation to imple-
ment some—or implemented a regulatory restructuring effort in
their electricity markets. This subcommittee intends to find out
what the differences are between each of the State’s plans and
what are the similarities, what has a State has done right, what
has a State done wrong? What should other States know that
haven’t acted yet, and what should Federal legislatures know about
our regional markets?

This subcommittee reported legislation during the last Congress
dealing with both retail and wholesale markets and would do well
to learn from the lessons that the States have learned as they have
restructured their markets.

Later this year, this subcommittee will review specific parts of
the electricity industry and the proper role of Congress and the
Federal Government in improving supply, generation to capacity of
operation of interstate transmission in making States more suc-
cessful should they choose a retail restructuring opportunity.

So today, as we look at these three specific States, we hope that
we will learn lessons that we may be able to apply in the legisla-
tive arena later this year.
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I want to thank our witnesses for attending today, and I look for-
ward to hearing your testimony.

I would now like to welcome my ranking member, the Honorable
Rick Boucher from the great State of Virginia. Rick and I have a
close personal friendship and we intend, I think, on both sides of
the aisle, to forge a great professional relationship for this sub-
committee.

[The prepared statement of Hon. Joe Barton follows:]

PREPARED STATEMENT OF HON. JOE BARTON, CHAIRMAN, SUBCOMMITTEE ON ENERGY
AND AIR QUALITY

Welcome to the first hearing of the Energy & Commerce Subcommittee on Energy
and Air Quality. I am honored and privileged to be Chairman for this Congress. I
would like to welcome the new Members of the Subcommittee. From the Republican
side are Chris Cox, Greg Ganske, Roy Blunt, and, new to the Committee, George
Radanovich, Mary Bono, Greg Walden, and Lee Terry. From the other side of the
aisle, I would like to welcome Tom Barrett and Bill Luther who have been on the
Energy and Commerce Committee before, and new Committee members Michael
Doyle and Chris John. To the new Members and all Members, on both sides of the
aisle, I am looking forward to working with you.

This will be a very busy Subcommittee during this Congress. Energy policy is
forefront in the minds of the American people now. Last summer, the supply of
crude oil was low, and prices for oil, gasoline and other petroleum products became
high. During the wmter supplies of home he oil were low, and prices became
high. Lately, natural gas supply has not m nd, and residential gas bills have
been high. Meanwhile, the number of refin ues to dwindle and their ca-
pacity becomes further tested. Also, the t tatfon and distribution outlets for
energy do not increase to meet the demafd country. And, of course, in Cali-
fornia, the supply of electric power has’n@t\met the amount in demand, and the
price of electricity has been high.

During this Congress, this Subce {ttee will focus on the balance of supply and
demand in energy. We will tg ﬁ i iliti
the obstacles to a better supp ) d balance. Our comprehensive review will be

of each different fuel source and ef differences between regions. We will work closely
with other Committees in the H e, our friends in the other body, and the new
administration to craft legislation that assures sufficient supply of energy in an en-
vironmentally-responsible fashion.

Today we begin a series of hearings dealing with electricity markets. We will
focus on the experience of several States which have restructured their electricity
markets. On the west coast, California, which passed legislation in 1996. On the
east coast, Pennsylvania, which passed its own bill also in 1996. Finally, Ohio,
which restructured in 1999. In total, twenty-five States have passed restructuring
legislation or have implemented a regulatory order.

This Subcommittee wants to know what are the differences between each State’s
plan, and what are the similarities? What has a State done right or wrong? What
should other States know, and what should Federal legislators know about regional
markets? This Subcommittee reported legislation during the last Congress dealing
with both retail and wholesale markets, and would do well to learn the lessons from
the various State experiences with electric restructuring.and wholesale competition.

Later this year, this Subcommittee will review specific parts of the electricity in-
dustry and the proper role of Congress and the Federal government in improving
supply of generation, the capacity and operation of interstate transmission, and
making States more successful when they choose retail electric competition. But,
first, a specific look at the experience of three States.

I thank the witnesses for appearing before us today, and I look forward to your
testimony.

Mr. BARTON. Mr. Boucher.

Mr. BOUCHER. Well, thank you very much, Mr. Chairman. As you
have indicated, this subcommittee does have a long bipartisan tra-
dition of addressing our Nation’s energy needs in a serious and a
thoughtful manner. Whether under the leadership of Phil Sharp or
Dan Schaeffer, we have always tried to put the interests of our Na-
tion ahead of the allure of partisan advantage, and I want to com-
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mend you, Chairman Barton, for upholding that tradition during
the 106th Congress. I look forward to a continuation of that tradi-
tion as we embark on a bipartisan effort to examine and address
the Nation’s energy and air quality policies during the course of
this session of Congress.

Today’s hearing is an excellent start to the work that we must
undertake as we continue to examine the potential need for Fed-
eral legislation to restructure the electricity market. It is incum-
bent upon the subcommittee to try to gain an understanding of
what has happened in California and how the State is trying to re-
solve its problems and any lessons that we can learn of a general
nature from that experience.

To the extent that California’s situation proves anomalous, other
States that have adopted different retail competition plans may be
reassured. States still considering retail competition can learn
what to avoid.

In any event, with the economy the size of California’s and in
light of the collateral damage which is being felt by ratepayers in
neighboring States such as Oregon and Washington, it behooves
this subcommittee to hold educational hearings, such as the one we
are initiating today.

I must, Mr. Chairman, express
regarding the short lead time th
I know that it is Chairman B
tively with the minority and
the issues and delve deep %
easier when the hearingg

ild measure of concern
s pfovided for this hearing.
eference to work coopera-
embers time to understand
stance. That process is a lot
ertaken with adequate time to de-
velop the issues, to lo g notch witnesses and provide mem-
bers with an opportunity u»"" the testimony in advance.

I hope that we can work toward that goal in planning future
hearings of the subcommittee, and in accordance with the conversa-
tions that I had earlier this week with the chairman, I am assured
that we will do so, and I thank the chairman for that commitment.

I also want to thank the chairman for his commitment to hold
an additional hearing regarding the situation in California. Unfor-
tunately, members from the region, Members of Congress from the
region, were not accommodated as witnesses during today’s hear-
ings, and several witnesses who we believe would be invaluable to
this examination were not able to participate today for a variety of
reasons.

As I noted before, the chairman and I spoke previously this week
and he has made a commitment to have another hearing con-
cerning the situation in California. At that time, interested Mem-
bers of Congress will be invited to testify, as well as other wit-
nesses whose experience might prove instructional to the sub-
committee.

The California experience offers an interesting look into the proc-
ess and potential pitfalls of restructuring the electricity market.
Since 1996, California has embarked steadily on a restructuring
plan, and consumers in that State today should be enjoying the
benefits of a fully competitive wholesale and retail market. Instead,
consumers are faced with frequent power shortage alerts, increased
rates and rolling blackouts.
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During this hearing and the next, we will examine the causes of
these failed consumer expectations.

In addition to examining the restructuring process that Cali-
fornia undertook, I think it is important to examine whether the
steps that California is currently taking to rectify its situation and
whether the steps that the FERC has taken are sufficient to ad-
dress the needs of both California’s consumers and electricity sup-
pliers, as well as the needs of consumers in the western region of
the Nation who are also dependent on the same transmission grid
and who, in many cases, compete with California for the wholesale
power that is available on the West Coast.

Looking at the lessons learned in California, as well as hearing
from witnesses from Ohio and Pennsylvania where other restruc-
turing efforts are underway, will provide a useful exercise as we
begin our examination of the flaws that still exist in the national
competitive wholesale market and whether there is a Federal role
to play in fixing that problem.

There are many questions that must be answered. For example,
does current law give the FERC the authority to enable a func-
tional national wholesale electricity market? Do the provisions of
the Clean Air Act play a significant é%;n the problems in Cali-

fornia? And if so, should we consid eral legislation to address
any specific examples of such a cor ? These are just a begin-
ning to the questions that I thinkZhig'\ubcommittee must consider,
but today we make a positive be

I look forward to the testi he witnesses today and at our
. say how much I look forward to

drnomy.
[The prepared statement of Hon. Rick Boucher follows:]

PREPARED STATEMENT OF HON. RICK BOUCHER, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF VIRGINIA

Thank you Mr. Chairman, this Subcommittee has a long tradition of working on
a bipartisan basis to address our nation’s energy needs in a serious and thoughtful
manner, whether under the Chairmanship of Phil Sharp or Dan Schaefer, we al-
ways have tried to put the interests of our nation ahead of the allure of partisan
advantage, and I commend you for upholding that tradition during the 106th Con-
gress. I look forward to a continuation of that tradition as we embark on a bipar-
tisan effort to examine and address the nation’s energy and air quality policies in
the 107th Congress.

Today’s hearing is an excellent start to the work that we must undertake as we
continue to examine the potential need for federal legislation to restructure the elec-
tricity market. It is incumbent upon the Subcommittee to try to gain an under-
standing of what has happened in California, how the state is trying to resolve its
problems, and any lessons that can be learned from its experience. To the extent
California’s situation proves anomalous, other states that have adopted different re-
tail competition plans may be reassured. States still considering retail competition
may learn what to avoid. In any event, with an economy the size of California’s,
and in light of the collateral damage being felt by ratepayers in neighboring states
such as Oregon and Washington, it behooves this Subcommittee to hold educational
hearings such as we are initiating today.

I must express concern, however, about the short lead time provided for this hear-
ing. I know it is Chairman Barton’s preference to work cooperatively with the mi-
nority, and to give members time to understand the issues and delve deeply into
substance. This is much easier to do when hearings are undertaken with adequate
time to develop the issues, locate top notch witnesses, and provide members an op-
portunity to study the testimony in advance. I hope we can work towards that goal
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in planning future Subcommittee hearings, and per our conversations this week I
am assured that we will do so. I thank the Chairman for that commitment.

I also thank the Chairman for his committment to hold additional hearings re-
garding the situation in California. Unfortunately, Members from the region were
not allowed to testify in today’s hearing and several witnesses whom the minority
believe would be invaluable to this examination were not able to participate for a
variety of reasons. As I noted before, the Chairman and I spoke previously this week
and he has made a commitment to undertake more hearings on this subject in the
near future. At that time, interested Members will be allowed to testify as well as
other witnesses whose vantage and experience might prove instructional to the Sub-
committee.

The California experience offers an interesting look into the process and potential
pitfalls of restructuring the electricity market. In 1996, California passed legislation
to restructure their electricity market and bring full retail competition to its citi-
zens. Since 1996, California has embarked steadily on a restructuring plan and con-
sumers should be enjoying the benefits of a fully competitive wholesale and retail
market. Instead consumers are faced with frequent power shortage alerts, increased
rates and rolling blackouts.

The California experience has proven a recipe for disaster: analysts did not ade-
quately anticipate supply demands; utilities were not permitted to purchase power
under long term contracts forcing utilities to buy power on the spot market at out-
rageous prices; weather pattern changes have resulted in decreased capacity for the
region’s generation units which heavily depend on hydroelectricty; and despite a
sharp increase in demand, virtually no new power plants have been built in Cali-
fornia in a decade.

In addition to examining the restructuring process that California undertook, it
is important to examine whether the steps Mprnia is currently taking to rectify
its situation and whether the steps FERC en are sufficient to address the
needs of both California’s consumers and el pliers as well as of the needs
of consumers in the western region wh o dependent on the same trans-
mission grid.

Looking at the lessons learned in

Ga. 7 as well as hearing from witnesses
from Ohio and Pennsylvania whereQsthe tructuring efforts are underway will
provide a useful exercise as we beégimpur examination of the flaws that still exist
in the wholesale market an hey there is a federal role to play in fixing this
problem. There are many qubsgt at must be answered, for example, does cur-
i Pyt enable a functional wholesale electricity mar-
ket? Do the provisions of the Clear Air Act play a significant role in the problems
in California, and if so should we consider federal legislation to address any specific
examples of such a correlation? Those are just a beginning to the questions that we
must ask as we examine this matter.
I look forward to the witnesses testimony, the additional hearings and let me say
again how I look forward to a continuation of our bipartisan work together on these
issues which are of fundamental importance to the nation’s economy.

Mr. BARTON. I want to thank you, Congressman Boucher. And I
want to repeat for public consumption, so there is no question what
I have discussed with you privately, based on your suggestion we
will have another hearing specifically on California, if that is the
wish of the minority. Also, based on your comments and sugges-
tions, if it is your decision and my decision collectively, we may do
a hearing where we specifically have members-only testimony. Now
we may do that in conjunction with a hearing. We may do it as a
separate stand-alone. If we do that, we will do as many days as is
necessary so that all members that wish to participate in terms of
putting testimony on the record will do so.

In terms of the timing of future hearings, this first hearing we
scheduled as soon as the committee was fully organized on both
sides of the aisle. We were slow on our side. You were slower on
your side. So both parties are almost equally guilty of slowness.
But in the future, at the staff level and the member level, you and
I will be a team in deciding, along with the leadership of Mr. Tau-
zin, the full committee chairman, and Mr. Dingell, the ranking
member, the subject and the timing of the hearings.
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Mr. BOUCHER. I thank the chairman.

Mr. BARTON. When it is a 50/50 tie, my 50 percent is 1/10th of
1 percent more than your 50 percent, simply because we have to
have a way to break the tie. But hopefully there won’t be too many
cases where we have to go to the tie-breaker mechanism.

So I want to reiterate that we have a lot of work to do, and fortu-
nately energy is not a partisan issue, nor is the environment. So
we are going to work together as a team, both at the top and the
ranking file of this subcommittee, if I have anything to do about
it, and as subcommittee chairman I do have something to do about
it.

Mr. BOUCHER. Will the gentleman yield?

Mr. BARTON. I would be happy to yield.

Mr. BoUCHER. I want to thank the chairman for that commit-
ment and again say that his work has been characterized over the
years by an outreach to members on the other side, and by bipar-
tisan cooperation, and I want to commend you for that. I look for-
ward to the work of this Congress with you.

Mr. BARTON. Thank you. With that, I want to welcome our new
vice chairman of the subcommittee, the Honorable Steve Largent
of Oklahoma, for an opening stateme

Mr. LARGENT. Thank you, Mr. an. I will give a slightly
different perspective. I guess som in e are moving too fast.
I would say we are moving too ank you for the timeliness

of this hearing.
Fortunately, this subcommgttee\ldd very little to do with what
is happening in Califo. a crisis in the sixth largest econ-
0 in

omy in the world, and<g that I think we have to at least
begin educating ourselvi /Athe why and wherefores, on what is
taking place in California I thank you for holding this hearing,
in fact, I think we should have done it even sooner if it had been
possible.

Over the last several months, as a Nation, we have been taught
some valuable lessons. In Florida, we have learned some lessons on
civics, election law, judicial process. I think those are valuable les-
sons. In California, we are learning some extremely valuable les-
sons on free market economics. We are learning lessons about sup-
ply and demand. We are learning lessons about regulation and the
effects that it has on markets, and I think the question that is
going to be before this subcommittee and before our full committee
is what is the best method to meet those market demands, to bal-
ance the law of supply and demand. Is it best to continue to try
and meet the demands of the market by allowing to continue the
last remaining monopolies in this country, the electric utility mo-
nopoly, or is it perhaps better to move to a more transparent and
free market where competition is alive and vibrant? I think this
question is really the issue.

Over the course of the last couple of years, we have taken off the
table Federal mandates to have a date certain when States have
to move to electric retail competition. Today, we are now talking
at the Federal level about how to clear up the wholesale markets
in this country, where there are some really significant problems
that exist. And I would tell you that the focus of my effort on this
committee is to work with the chairman to resolve these issues. It
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can be summed up in three words, and that is transmission, trans-
mission, transmission.

We will focus our attention like a laser beam on how we can re-
solve the transmission problems that exist today so that we can
have vibrant competition in the wholesale market, which does not
currently exist, even though it desperately needs so.

So with that, Mr. Chairman, I would like to ask for unanimous
consent to submit my full testimony for the record and look for-
ward to the testimony of our witnesses. Thank you.

Mr. BARTON. Without objection, so ordered.

[The prepared statement of Hon. Steve Largent follows:]

PREPARED STATEMENT OF HON. STEVE LARGENT, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF OKLAHOMA

Mr. Chairman, I've been waiting with a great deal of anticipation for this morn-
ing’s initial subcommittee hearing of the 107th congress. California’s electricity cri-
sis has been in the national news now for almost three months and it’s led to the
question—have the lights gone out on electricity deregulation?

That’s the question state and federal legislators now face after witnessing Califor-
nia’s deregulation fiasco. My hope is that California’s problems will not undermine
sincere debate over the long-term value of getting rid of our last real monopolies
and allowing citizens to choose their electricity providers.

In my own home state of Oklahoma, we'vedpasSed a state deregulation plan, how-
ever, now state legislators are understand r nt to move forward with the
implementation plan. No one wants to be i crosshairs as Governor Davis has
been over the past few months.

However, it’s important to rememb
ley for example. The average micr
power 50,000 homes. As a congeq
in California over the last d,
failed to keep pace with this N3 .

Thanks to California’s onero egivironmental policies, no new generation has
been built in over a decade. By w4y of contrast—my state of Oklahoma will soon
have over 9,000 megawatts of new electricity generation capacity. The difference?
A generation facility that takes two years to complete in California would take
seven years to complete in California due to delays caused in great part by over-
zealous environmentalists.

California exacerbated the problem with its well-intentioned, but unfortunately,
now well thought out deregulation bill, AB 1890. AB 1890’s stranded cost recovery
provisions virtually ensured that no new competitor would enter the retail market
until the costs were fully reimbursed.

California forced its incumbent utilities to purchase power on the day ahead spot
market by disallowing the use of hedging tools typically employed by utilities to en-
sure they don’t pay exorbitant prices in the wholesale market.

Finally, California instituted rate caps in an effort to insulate ratepayers from
high prices. While caps may be a short term solution, they prevent consumers from
receiving true price signals and actually increase demand because there is no incen-
tive to conserve.

On the federal level, proponents of electricity restructuring such as myself are
faced with the challenge of convincing our colleagues that federal action won’t result
in more California-type disasters.

What should we do at the federal level to promote wholesale competition? It
should come as no surprise to many of you in this room who have worked with me
on this issue for the past 3 or 4 years: transmission, transmission, transmission.

Congress must address the adequacy and regulation of transmission. Today’s grid
was not built to handle the load generated by today’s economy. We must find ways
to incentivize the building and placement of new transmission. We must also set
clear and transparent rules for the operation of the grid.

I firmly believe that the lights are still on for deregulation. I look forward to
working with our able chairman and my colleagues on the subcommittee in a bi-
partisan manner on this issue. Consumers in California, as well as the rest of the
country, deserve nothing less.

ifornia is unique. Take Silicon Val-

ssing plan uses enough electricity to

the demand for electricity has skyrocketed
A same time the demand for electricity has

g d¢rnand
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Mr. BARTON. We want to welcome back to the subcommittee the
Honorable Henry Waxman of the great State of California.

Mr. WAXMAN. Thank you very much, but under the rules, we are
called on in the order in which we appeared, so I want to have Mr.
Strickland and Mr. Doyle precede me in my opening statement.

Mr. BARTON. All right. I thought you all appeared about simulta-
neously. If Henry Waxman wants to be a gentleman and yield, I
am going to let that happen.

Who was the first?

Mr. DoYLE. We will defer to our senior colleague.

Mr. WAXMAN. All right.
| 1\%1{; BARTON. Who was the first? Was it Mr. Doyle or Mr. Strick-
and?

Mr. STRICKLAND. I was first, but I am going to defer to Mr. Wax-
man.

Mr. WAXMAN. Well, I thank my colleagues for being so courteous.

Mr. BARTON. Let’s watch this exercise in gentlemanliness here.
Mr. Waxman of California, who has seniority and has been very ac-
tive in the past on this subcommittee, we welcome him back.

Mr. WAXMAN. Thank you very much. And I think perhaps I am
being deferred to not only because of my age but because I am a
Californian and at the moment I s elf as the only Californian
present for this hearing.

Mr. BARTON. We have Mr. R oxich on our side of the aisle.
Mr. WAXMAN. Oh, I didn’t se am glad that we have got
f¢rn the committee.

hng an extremely important issue
when we look at the Cahfo nMa energy issue. Californians are angry
and confused. Many people feel as if they are being held hostage
by out-of-State energy generators. They believe that these compa-
nies are taking advantage of the energy shortage by charging astro-
nomical prices. Others blame our major electric utilities, PG&E
and Southern California Edison. They think these companies were
the architects of California’s deregulation plan, made billions off
California consumers in the early years of deregulation and are
now seeking a State bailout caused by their own poor planning.
And others blame government.

They are angry that California’s former Governor Pete Wilson
and the California legislature could enact such a flawed deregula-
tion bill. They are dismayed that California’s current Governor,
Gray Davis and the California legislature, have not yet solved this
problem. And they feel abandoned by President Bush and the U.S.
Department of Energy, who, they believe, hold the tools to provide
immediate relief to California.

Sorting out these issues will be difficult but essential. If we fail
to properly diagnose the cause of California’s energy problems, we
will surely fail in finding a cure, and we may find that other places
around the country will continue to make the same mistakes.

I don’t have the answers yet, which is why I welcome this hear-
ing, but I do know that there is at least one red herring that is
being promoted by special interests looking to exploit California’s
plight for their own gain. I am talking about the efforts of some
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in the energy industry and Washington that blame the Clean Air
Act for California’s energy problems. The latest example happened
just last Friday when the President’s spokesman told the press
that Governor Davis had asked the administration to waive Fed-
eral emission standards for California so that more electricity could
be produced. This was hype designed to build support for environ-
mental roll-backs. Governor Davis did not request that President
Bush waive emission limits. All he had asked for was assistance in
expediting the permitting process.

The fact is the Clean Air Act has not restricted energy produc-
tion in California. Those plants that need the flexibility to operate
additional hours are being given permission to do so, and nine new
power plants have received approval to start construction since
1999.

In anticipation of this hearing, I wrote Mike Kenney, the head
of the California Air Resources Board, about the impact that envi-
ronmental regulations were having on California’s energy prob-
lems. Here is what Mr. Kenney responded: “No essential electricity
generation has been curtailed due to air emissions limitations.
State law and local regulations provide several means to address
permit limitations without disruption «f electrical generation or un-
mitigated damage to air quality.” m going to ask unanimous
consent to make Mr. Kenney’s lette rt\of the record.

Mr. BARTON. Without objectio
[The letter follows:]
AIR RESOURCES BOARD

& SACRAMENTO, CALIFORNIA
February 14, 2001
The Honorable HENRY A. W.

House of Representatives
2204 Rayburn House Office Building
Washington, DC 20515-0529

DEAR REPRESENTATIVE WAXMAN: As you no doubt are aware, during California’s
current energy crisis, some critics have identified the state’s air pollution control
programs as the cause of the energy shortage. With respect to the current energy
crisis, it is obvious that no one factor can be identified as the cause, The matter
is too complicated for such a simple explanation. However, under existing environ-
mental programs Governor Gray Davis has directed that state and local regulators
ensure that power generating sources remain in operation under environmentally
sound conditions. No essential electricity generation has been curtailed due to air
emissions limitations.

Governor Davis, through the recent exercise of his emergency powers under state
law, has ensured that power generation will continue. He has added substantially
to the state’s ability to deal with our current energy situation. Although existing
laws and regulations provide mechanisms for addressing our power needs, they can
also require substantial time and process. The Governor’s actions have ensured that
where statutory and regulatory impediments exist, they will be swiftly addressed.

The Governor’s clear instructions and grant of authority to the state agencies hav-
ing jurisdiction over the siting and operation of powerplants will have immediate
and substantial impacts on adding new electricity generation sources. Today, the
State has already licensed approximately 7,000 MW of new baseload power genera-
tion. The State is also pursuing approximately 1,000 MW of new peaker generation
that would potentially be on line by this Summer. In sum, the system works, The
Governor’s utilization of his emergency powers to expedite the process of power
plant siting while maintaining environmental standards confirms that California
can maintain its environmental and economic objectives.

California has a unique and long history of achieving both economic and environ-
mental success. The Governor’s Executive Orders and existing statutes and regula-
tions reflect continuing and unceasing efforts to balance our economic and environ-
mental needs.



11

Our history also reflects a pattern of success even in the face of unparalleled and
significant challenges. California, the state with the largest population in the coun-
try, has made incredible strides in improving air quality and public health. At the
same time, the State has enjoyed immense population and business growth. During
this current energy situation, the State will maintain its record of achieving a bal-
ance among all the issues to ensure that a reasonable and successful solution is
achieved.

INTRODUCTION

Over the last several months there has been an increasing focus on environmental
laws as contributing to the energy crisis. This concern has taken two distinct forms:

1. The charge that environmental laws have prevented maximum utilization of ex-
isting electrical generation facilities; and

2. The allegation that environmental laws have prevented bringing new electrical
generation facilities online.

The first comment usually reflects a concern that air quality regulations are the
primary impediment to power generation. The second comment is less specific and
simply reflects a general view that state regulations have prevented major power
plant construction. These statements have diverted attention from the true, and
complex, causes of the current energy situation and have therefore not contributed
to productive efforts to resolve it. The two comments are addressed below.

IMPACTS OF ENVIRONMENTAL LAWS ON EXISTING ELECTRICAL GENERATION

All central station electrical generating facilities must be permitted by the local
air pollution control and air quality manag t districts as stationary sources
under the State Implementation Plan (SIP ted district rules. These per-
mits are based in large part upon operator-

on the facility’s anticipated emissions this operator-provided data, emis-
sion limits are imposed through the@{r petsits. In short, the permits are prepared
based on the criteria that best repre the facility’s planned operation. It is these
atiissue. These facilities are now in a position
at rates in excess of those assumed during

Despite this unanticipated high\}ével of operation, through the joint efforts of the
districts, the Air Resources Board (ARB), and the California Energy Conservation
and Development Commission (CEC), as well as the assistance of the U.S. Environ-
mental Protection Agency (U.S. EPA), needed electrical generation has not been in-
terrupted. State law and local regulations provide several means to address permit
limitations without disruption of electrical generation or unmitigated damage to air
quality.

The ARB has assisted the districts in addressing any potential issues arising out
of their efforts to maintain power generation. ARB has maintained close coordina-
tion with the U.S. EPA to ensure that state and local response to the energy situa-
tion does not raise concerns at the federal level. We have approached the electricity
shortage with an environmentally sound balance of need awareness and impact con-
cern. U.S. EPA has indicated its understanding of the complexities California is fac-
ing and has indicated a continued willingness to assist.

At the Governor’s direction, the ARB has attempted to balance the State’s energy
needs with the public’s right to clean air. Existing air quality regulations have pro-
vided the flexibility to address expeditiously the unexpected power demands of the
State without material harm to air quality. These accommodations have been com-
pleted in very short time frames and have ensured continued power generation. Al-
though this task previously required a degree of time and process, our ability to ac-
complish this task has now been significantly enhanced by the Governor’s Executive
Orders.

The additional grants of authority to the Governor under the Emergency Services
Act augments existing statutory powers and increases the ability of state and local
agencies to work together in significantly reduced time frames. Whether it is pro-
viding for an existing source to operate beyond its permitted hours of operation or
streamlining certification of new peaking sources, the Governor’s emergency Execu-
tive Orders. provide even greater flexibility in responding to source specific genera-
tion issues than previously existed.
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IMPACTS OF ENVIRONMENTAL LAWS ON BRINGING NEW ELECTRICAL GENERATION ON
LINE

The second area of criticism is that environmental laws impede bringing new elec-
trical generation online, All new proposed powerplants must be constructed and op-
erated in compliance with applicable federal, state, and local air pollution require-
ments. Within California, the 35 local air pollution control and air quality manage-
ment districts are responsible for regulating emissions from stationary sources with-
in their jurisdiction, including powerplants. At the state level, the ARB is the agen-
cy charged with coordinating efforts to attain and maintain federal and state ambi-
ent air quality standards and comply with the requirements of the federal Clean Air
Act. To this end, the ARB coordinates the activities of all the districts in order to
comply with the Clean Air Act.

Some have cited California’s environmental laws as the reason new power genera-
tion has not been built in recent years. However, a review of CEC’s siting history
demonstrates otherwise. Information from the CEC shows approval of 36 projects
totaling 4,313 MW of generation from 1979 to 1996. Since April 1999, the CEC has
approved 9 major power projects (including one expansion) totaling an additional
6,278 MW.! Six of these plants are under construction and four of those six are ex-
pected to be online this year, with start dates spanning from July through Novem-
ber. Another 14 projects (new sitings and expansions) are currently under review
for an additional 7,736 MW of capacity. Lastly, there is still an additional 7,960 MW
of capacity that has been publicly announced and for which the CEC anticipates re-
ceiving applications this year.

More specifically, some have also argued that costs of compliance with air quality
regulations are too substantial and that they must be relaxed if we are to achieve
the power generation we need. This argumen nerally has translated into one of
insufficient environmental offsets for the si¢i f powerplants. This argument is
flawed. Today, as mentioned above, approxi 00 MW of new electrical gen-
eration has either been approved or is in nsirig process. All of these projects
have included environmental offset pac have also heard this argument
with regard to the siting of new peakin es. Here, a problem potentially did
exist for expeditious siting; howevep(the ernor has created an emission offset
bank at ARB that will ensure that-any‘such peaking facility can be sited.

el;

factors, other than environrhés ¢gulations, have recently influenced individual

tors themselves have utilized the siting process to hold up the licensing of a compet-
itor. Since 1997, competing companies have intervened in 12 of the 21 projects pro-
posed licensing. Their participation has slowed the process in at least four cases.

Constraints on electrical generation capacity from central station powerplants
have caused increased interest in the use of distributed generation (DG). DG is elec-
trical generation near the place of use. Yesterday, the Governor announced his sup-
port for legislative action that will provide incentives for distributed generation, Pre-
viously, the Governor signed Senate Bill 1298 (on September 25, 2000) which directs
ARB to adopt a certification program and uniform emissions standards for DG tech-
nologies that are exempt from the permitting requirements of districts. This pro-
gram must be in effect by January 1, 2003. ARB is on a fast track with this program
and expects to propose its certification program and uniform emissions standards
for ARB Board consideration by the end of this year.

The districts, ARB and CEO have been working diligently within the scope of the
siting process and applicable regulations to site power plant projects, while ade-
quately addressing air quality concerns. It is apparent that air quality regulations
have not been the key impediment in permitting powerplants.

As the foregoing demonstrates, it is not environmental regulation that has pre-
vented the creation of additional power generation. Rather, many factors have con-
tributed to the current crisis. Among those is also the fact that Market participants
can and do manipulate the electrical power market by withholding capacity in order
to maximize their price of electricity.

Even the Federal Energy Regulatory Commission (FERC) agrees. Although it
found insufficient evidence of market manipulation by any individual market partic-
ipant:

“...there was clear evidence that the California market structure and rules pro-
vide the opportunity for sellers to exercise market power when supply is tight
and can result in unjust and unreasonable rates under the EPA...we reaffirm

1Compare: during the entire Wilson Administration, a total of 1465 MW of power was added.
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our findings that unjust and unreasonable rates were charged and could con-
tinue to be charged unless remedies are implemented.” 2
ARB will continue its efforts to ensure that California has the maximum electrical
power output possible. ARB will work to mitigate the adverse effects of this in-
creased electrical output to the extent it does not impair it. This can be done within
the confines of existing law. As Governor Davis has said, California is dem-
onstrating that we can cut red tape, build more powerplants and continue to protect
the environment.
If you have any questions, please feel free to call me at (916) 445-4383.
Sincerely,
MICHAEL P. KENNY
Executive Officer
cc: Congressman John D. Dingell,
Ranking Democratic Member,
Committee on Energy and Commerce

Mr. WAXMAN. If air pollution laws were causing the energy crisis,
Los Angeles should be having the worst problems in California be-
cause LA has the toughest air quality regulations in the Nation,
but the Los Angeles Department of Water and Power, which did
not participate in the deregulation plan, is supplying Los Angeles
with plenty of power. In fact, despite the tough air pollution laws
and Los Angeles’ tremendous economic growth, DWP is able to gen-
?ratg surplus energy electricity to be used by other parts of Cali-
ornia.

ir, Act and other environ-
mental laws are doing a double disséxkice~to my State. Their efforts
to roll back environmental laws » threaten the quality of our
environment, but they also viore difficult to solve Califor-
nia’s energy problems. T issue into an environmental

: alifornia’s power crisis.

Times of difficulty and exigi$ usually bring out the best in Ameri-
cans. I hope that this will bé the case once again. We need to work
together to find the right solution for California, not cynically use
California’s plight as a ruse for undermining the Nation’s environ-
mental laws.

Mr. Chairman, I thank you for this opportunity to make this
opening statement. I look forward to the hearing that you promised
us a few minutes ago on the California issue, where you will invite
not only members who wish to testify, but those interested parties
who have something to contribute. It is unfortunate that many
weren’t able to testify today, but we will look forward to hearing
from them and getting their testimony on the record at the subse-
quent hearing that you have suggested you would be calling. Thank
you.

Mr. BARTON. Thank you, Congressman.

I want to just point out in terms of the record, in terms of the
witnesses from California, we invited every witness that the major-
ity and the minority asked to be invited from California and be-
cause of—and we had a number of distinguished Californians who
iri)iltially agreed to testify, and then for various reasons were not
able to.

Mr. WAXMAN. Mr. Chairman, I certainly didn’t mean a criticism
for which you should respond, because I wasn’t criticizing anything

20rder Directing Remedies for California Wholesale Market 91 FERC 61,294 December 15.
2000 (California Order 215 at pp. 33, 34).



14

except to say there are others who ought to be on the record, not
just from California, but others who have some expertise on this
subject. I know that the head of our delegation, Congressman Sam
Farr, wrote you a letter with a request for witnesses, which were
not accommodated. Witnesses can’t always be accommodated at
every hearing, and as long as we get a chance to hear from people
who have something relevant to say in the future, that is all any
of can request.

Mr. BARTON. We are going to give every opportunity to make
that happen.

I want to point out that we are not going to hold people tightly
today to our 3-minute opening statement requirement if you are
not chairman or ranking member, but our rules do allow for open-
ing statements no longer than 3 minutes, and I would hope that
we could at least make a cursory attempt to comply with that.

Mr. Shimkus of Illinois, who was the first member here, we
would be happy to recognize for an opening statement.

Mr. SHIMKUS. First on our side. We are so nice today. That is
great.

Mr. BARTON. We are going to be nice all year long. This is the
nice subcommittee.

Mr. SHIMKUS. It is great to be dealing with energy dereg
right now. This will be starting myAMth\y¢ar. There is a lot of les-
sons across the country on thos ave been successful, those
who have fallen short. This hear eally important, and I agree
with my colleague Steve rg Transmission, transmission,
transmission is the bot 3

f how we need to address the com-
petitive market in the £

I would like to submit\htodhe record an article written by Harry
Levins. Sometimes I que journalism and how they can write
because they are trained to be writers not in the field that they are
writing for, but this is the second time that I have read articles by
Harry Levins from the Post-Dispatch that is right on. One was
early in the energy dereg on stranded costs, and this was one just
a couple of days ago, and I think it would be a great credit for our
colleagues to get a chance to read it, and if I have your permission,
I would like to submit that for the record.

Mr. BARTON. Without objection, so ordered.

Mr. SHIMKUS. Also on the second panel, I will have John Rowe
of Exelon, ComEd in Illinois, present, and also Peter Esposito of
Dynegy. Dynegy is obviously from the great State of Texas, but also
has a major presence now in Illinois. What we have learned in Illi-
nois is that you can’t rely on one single source of a commodity
product to power generating facilities. When you do that, you fail.

Illinois hasn’t totally been successful. We did have really high
price spikes of 2 years ago based upon the summer, but as Cali-
fornia will get through this, Illinois got through it also. But it does
require the competitive market to be a competitive market, and for
people to recover capital investments when they build power plants
and when they build transmission facilities. So this is going to be
a very interesting year. I think many of us have been waiting for
a couple of years to get to this point. Sometimes it takes crises to
raise issues of national level that—an issue like California that
helps us address common economic principles of supply and de-
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mand and, and there will be some people who shake their heads
out here, the aspect of physics that even though electricity is a
commodity, it is not a stored commodity. Those electrons are just
bebopping all over the place. It creates some interesting different
challenges than just a commodity product.

So I am excited about it, Mr. Chairman, and with that, I will
yield back my time.

[The prepared statement of Hon. John Shimkus follows:]

PREPARED STATEMENT OF HON. JOHN SHIMKUS, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF ILLINOIS

Good morning, Mr. Chairman and to all who have shown up this morning. I would
like to thank the Chairman for calling this hearing on this issue. There is a lot we
can learn, not only from the California situation, but from other states as well.

I am very happy to see two companies represented today that play important roles
in the successful implementation of my home state of Illinois’s deregulation law.
John Rowe of Exelon, ComEd in Illinois, and Peter Esposito of Dynegy.

I would like to take a moment to speak on, not what went wrong in California,
but what went right in Illinois. To Illinois’ credit, critical policy decisions were made
on the basis of sound economics, rather than political expediency. And, the process
used to develop the eventual legislation was inclusive rather than exclusive. All
stake holders were invited to sit down and help draft the legislation.

Illinois’ more measured approach has given Illinois electricity companies the op-
portunity to prepare for a competitive market,»while introducing the concept of
choice to consumers. The Illinois law recog at any attempt to undo a century
of economic regulation could not occur over has the process been without
problems, as was seen during the price spi e cost of electricity during the
summer of 1999.

Unlike California, Illinois did not reqwi ibities to sell their power plants. In-
stead, when Illinois utilities chose to{gell power plants, the Illinois Commerce
Commission required long-term-—cs ts between the new owners and the elec-
tricity company to guarantee mers demand will be met at reasonable
prices.

One important factor is Illim ess (so far) is that generation of electricity in
Illinois comes from a diverse grow f generation sources. Coal, nuclear, natural gas
and renewables all play an important role in the generation of electricity in Illinois.
This balanced energy portfolio means that Illinois is not susceptible to price spikes
that are a result of one form of generation becoming too expensive, like we are see-
ing currently because of the high cost of natural gas. This is a lesson I think the
rest of the country should look at.

Again, thank you for having this hearing today Chairman Barton. I look forward
to hearing how other states are handling electricity deregulation and what lessons
we can learn from them.

\

[Sunday, February 11, 2001]
STATES HOPE TO LEARN FROM CALIFORNIA’S MISTAKES
By Harry Levins, Post-Dispatch Senior Writer

In hindsight, the state’s deregulation plan was a mess in the making. New power
plants never sprang up. And planners grossly underestimated demand.

California made a mess of deregulating electric power. On that, just about every-
body agrees.

But will chaos stalk other states that deregulate?

“What’s happening in California couldn’t happen in Illinois,” says economics Pro-
fessor Sanford Levin of Southern Illinois University at Edwardsville. He speaks
with authority; after all, he served as a utility regulator on the Illinois Commerce
Commission from 1984-86.

Illinois has already started down the path of deregulation. Missouri has yet to
move, although most people expect deregulation to come sooner or later. In the
meantime, Missouri can take a long look at California’s mistakes.

“The ‘Show Me’ motto really does pay off sometimes,” says Dan Cole, senior vice
president of Ameren Corp., the parent company of Missouri’s AmerenUE. With Cali-
flornia showing other states how not to deregulate, the process should pack less pain

ere.
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In fact, it seems to be working well in Pennsylvania. That state has been deregu-
lated about as long as California. But in Pennsylvania, the theory works as adver-
tised. Competition has given Pennsylvanians choices—and has held their bills down.

So what went wrong in California? And what can Missouri and Illinois learn from
California’s foul-up?

“We’ve pulled the plug”

For most of the 20th century, all states regulated electric utilities. The thinking
ileld that power was too vital to society to be tossed into the whims of the free mar-

et.

The utilities agreed to serve everybody in their area as reliably as possible, at
rates set by the state. In return, the state agreed to set those rates high enough
to cover the utility’s costs, plus a certain percentage for profit.

The formula was fairly standard from state to state. Even so, the rates weren’t.
The Midwest enjoyed generally low rates. The Northeast and California paid a pre-
mium.

California sits far from the coal fields of the Midwest. The stuff had to be shipped
in, at great cost. Anyway, just about everything costs more in California.

But industries in California groused at paying higher power bills than their com-
petitors paid in places like Missouri. The California executives said that although
their businesses had to play by the free-market rules, the state’s utilities did not.

The executives had a point.

A regulated utility is all but guaranteed a profit. What’s more, a regulated util-
ity’s profits go up as its costs go up. Under the old system, nothing prodded utilities
to cut costs. At Wisconsin Power & Light, the top dog once said, only half jokingly,
“This is the only business in the world where you can increase your profits by re-
decorating your office.”

But starting in the late 70s, a wave of d ion swept through the land. Sud-
denly, competition took hold among airlin a ucking companies, railroads,
phone companies and so on.

California wasn’t the first state to de; eNpower. (New Hampshire took that

title, in May 1996.) But California
that the rest of the nation watched.

t big state to do so, and the state

calls deregulation “a colossal an ngerous failure.”
Part of the problem lies beyond California’s control. But in hindsight, California’s
deregulation plan looks like a blueprint for a blunder.

Q4

A plan built on flaws

The people who drew up California’s plan in the early 90s had to make some as-
sumptions:

* The planners assumed that if they forced the utilities to sell off their power
plants, they’d spare Californians any sweetheart deals between the wholesalers
and retailers of power.

* The planners assumed that outsiders would flock into California’s massive market
to build power plants.

* The planners assumed that a power grid built for a regulated era would serve just
as well for a deregulated era.

Wrong, wrong and wrong.

California’s utilities sold most of their generating plants to outsiders. But the
state failed to tie the buyers down to long-term contracts on selling the power back
to California. In fact, the state barred most long-term deals.

The planners looked back to the late *70s and early ’80s, when California’s utili-
ties got locked into wildly overpriced long-term deals to buy bits and pieces of power
generated by solar and wind power. The planners told themselves, “We’ll not make
that mistake again.”

In effect, California was like a family that sells its house and then rents it back
without first signing a long-term lease.

As for those new power plants that would spring up: They didn’t. California is
hostile territory for power plants. Nobody wants one in his back yard.

Also, power companies decided to hold off on building plants until they saw how
deregulation shook out. Nobody wanted to invest in the unknown. Anyway, most of
the state’s newer plants burn natural gas, which has recently flared up in price.

Finally, California’s stern environmental laws amount to an obstacle course for
construction.
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California has nine big plants going up or on the drawing boards. Contrast that
with Texas, which will welcome deregulation two years down the road with 70 new
plants either on line, being built or in the planning stage.

As for those transmission lines, the “power grid”—they’re showing the strain. The
original design was meant to let utilities hook up with neighboring utilities. That
way, they could help one another at crunch time.

But nobody designed the grid as a long-haul highway for moving power vast dis-
tances. The California grid has bottlenecks that make an already tight supply even
tighter. And under the state’s deregulation plan, nobody has much incentive to
string more lines.

Supply and demand

On top of the faulty assumptions, California’s planners made some downright bad
judgments.

They grossly underestimated the demand for power, which boomed along with the
state’s economy. Back in the early ’90s, for instance, nobody thought much about
the Internet. But today, some people estimate, Internet-related activity eats up 8
percent of America’s power.

And when it comes to the Internet, California is action central. A middling
microchip plant sucks up as much power as a small steel mill. A center for computer
servers and routers will drain off almost 20 times as much power as the same-sized
office building next door.

The planners overlooked population growth in California’s neighboring states.
Even in the best of times, across a year, California must import about a quarter
of its power. But the handiest sources—booming states like Arizona, Oregon, Wash-
ington and Nevada—now have less spare power to feed California.

(Much of the cheapest imported power cam m the hydroelectric plants along
the rivers of the Pacific Northwest. But t west has hit a dry spell. When
air-conditioning season kicks in this summe; ell open a long and very hot
summer in California.)

Finally, the planners seem to have

term contracts.

Instead, California set up something ca' the Power Exchange, or PX. The PX
bought and sold power a day ahead time. Generators would notify the PX how
much power they’d sell the p da3y \ane for how much. Utilities would tell the PX
how much power they'd need\tke nexy day. The PX computers would draw the sup-
ply-and-demand curves and setthe grice.

But the system needed a safet)xswitch. If the day-before numbers were wrong—
if the supply or demand strayed from the predictions—the state had to have an
agency that could step in right away. That’s because the quirky nature of electricity
means that supply and demand must balance perfectly. Should they wander out of
whack, the lights go out, or substations go up in smoke.

The safety switch is called the California Independent System Operator, or Cal-
ISO. To keep supply and demand in balance, Cal-ISO can put out the call for more
power, right now. But this right-now power costs more—sometimes, a lot more.

The power generators soon learned to play the system. On Monday, they could
shave back their offerings to the PX toward covering Tuesday’s demand. Then on
Tuesday, they could sell their power at a premium to the desperate Cal-ISO.

Investigators are poring through the records to see whether the generators
stepped outside the law’s bounds. But the rules as written give generators every in-
centive to hold back their power until they can get top dollar for it.

The state’s plan called for temporary rate caps for consumers. But by May 2002—
or as soon as each utility paid off its past investments, whichever came first—the
rate caps would come off. Consumers would pay the free-market rate for power.

The theory held that competition would do more than hold down rates. Competi-
tion would actually cut rates.

Competition arrived on July 1, 1999, for the 3 million customers of San Diego Gas
& Electric. For the first summer and winter, nobody seemed to notice.

But last summer, hot weather set in, demand rose—and suddenly, electric bills
tripled. Consumers hollered, and the California Legislature listened. By the end of
August, the rate caps went back in place.

Now, San Diego Gas & Electric had a real problem. It had to pay the free-market
rate for the power it sent through its transmission and distribution lines to cus-
tomers’ homes. But the customers were paying SDG&E the regulated rate. For a
utility, that’s the worst of both possible worlds: buying dear and selling cheap.

The problem soon spread northward to California’s other two big utilities. Last
month, they teetered on the brink of bankruptcy before the state stepped in. Now,
the state is brokering long-range contracts with generators.

t
€

biggest blunder by barring long-
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But until things settle down, Californians are holding their breath, wondering
whether rolling blackouts will put them in the dark.

It’s a mess. But so far, it seems to be a uniquely California mess. Other states
have ducked California’s bullets.

In Illinois, for example, the power supply is ample, and getting even more so.

Illinois is phasing in deregulation instead of trying to make the jump in one
bound. Businesses have been the first to feel it. By the time residential customers
enter the free market in May of next year, most of the kinks-should be smoothed
out.

Illinois hasn’t put a gun to the utilities to sell their generating plants. Nor has
Illinois or any other state barred utilities from hedging against price jumps by buy-
ing power through long-term contracts.

Does deregulation work? Ask satisfied Pennsylvanian Bonnie Graham, a college
administrator in Philadelphia.

In the old days, Graham’s monthly power bill from the Philadelphia Electric Co.
ran to about $80. Now, she pays about $60 to her new provider, Green Mountain
Energy of Austin, Texas. She says, “I'd never go back.”

Illinois hopes to repeat the success of Pennsylvania and avoid the calamity of
California. People like SIUE’s Levin are confident that Illinois can hold the gremlins
of California at bay.

Meanwhile, Missouri’s legislators will probably sit tight this session to see what
happens elsewhere. As Ameren’s Cole notes, being in the second wave isn’t always
a bad thing.

But Cole says that at some point, Missouri will have to move into the deregulated
future. California aside, he says, development is following deregulation. Businesses
are building where rates are cheaper.

“Sure, there are problems with deregulat
Missouri, because we like what we see in Illi

Mr. BARTON. We are going to
too, Mr. Shimkus.

We are going to go now tc
statement.

) le says. “But we’re pushing it in
ebop a little bit this year,

ickland of Ohio for an opening

Mr. Chairman. Mr. Chairman, I am
nd out of the committee today because 1
have divided responsibilities, as I think many of us do.

I would like to begin my comments by welcoming an Ohioan, Dr.
Schriber, who is the chairman of the Ohio PUCO. We have worked
together on protecting the uranium enrichment plants in southern
Ohio and other matters, and I am very proud, Alan, that you are
here representing the Buckeye State and look forward to your testi-
mony.

Mr. SCHRIBER. Thank you.

Mr. STRICKLAND. Mr. Chairman, this country needs a com-
prehensive energy policy. We need to utilize coal. We have, I am
told, hundreds of years of coal reserves in this country.

We need to increase refining capacity. We need to use more eth-
anol and other such energy sources, and we need to stress con-
servation.

I am terribly concerned that the nuclear side of our energy needs
is in serious jeopardy. Approximately 20 percent of our energy
needs, electricity in this country, is generated by nuclear power
plants, and we have only two remaining enrichment facilities in
this country, and one will be closed in June of this year, and I won-
der how many members of this Congress understand what is facing
us.

It is a looming crisis, and as we consider all aspects of our energy
needs, I hope that this committee will, at some point in the future,
focus on the critical needs of our nuclear energy.
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With that, I want to thank you for this committee and I look for-
ward to learning a great deal today. Thank you.

Mr. BARTON. Thank you. And I would share many of the senti-
ments that you echoed in your opening statement. I think they are
very well put.

We want to welcome a new member of the committee and the
subcommittee to this hearing, Mr. Walden of Oregon.

Mr. WALDEN. Thank you very much, Mr. Chairman. I am de-
lighted to be on this subcommittee and on the full committee and
appreciate your expeditious efforts to have this hearing scheduled.

There is no greater issue affecting the Pacific Northwest than the
energy crisis that is afflicting California. To say that there isn’t a
collision between the environment and energy production is to ig-
nore the basic problem we have in the northwest, because when we
exceed the biological opinion on the river system to flow water
through the turbines to produce power to prevent blackouts and
brownouts in California, we are engaged in that debate between
the environment and energy. And that is happening now in the Pa-
cific Northwest. It happened last summer when California faced
brownouts.

We exceeded the biological opinion &g, protect and preserve salm-

on and restore their runs in orde il out California. Now we
are in that same spot market with £ali ia competing for energy
at a time when our peak loads a . It is a huge problem that
is affecting industry and com om farmers to production of
aluminum in my district and( t ghout Oregon, and I am de-

lighted that today we aregai
California, what is ha{
mittee progresses, on what
situation.

Mr. Chairman, I think we need several things, a thorough anal-
ysis of all the power assets, especially in the Pacific Northwest
hydro system, to determine what is fully in use, what is not and
why, and what could be put into production. 70 percent of our
power in the northwest comes from hydro. We need a thorough
analysis of the licensing requirements and time lines, both from
FERC and as it relates to hydro relicensing as well as other facili-
ties. Do these time lines make sense in today’s environment? And
are there ways to streamline the time lines while continuing to en-
sure environmental quality and protection?

We need a thorough analysis of incentives for renewable energy
and conservation, efforts that we are certainly promoting in the
northwest, because the cheapest production of power is that which
is never used that results from conservation, and so in this time
of great crisis, we need to be moving forward on conservation as
well as production of energy and looking at the alternatives and
the renewables.

We also need a thorough analysis of the transmission system,
both its capability, capacity and reliance. As I have been told by
leaders on northwest energy issues, that we could go ahead and
put plants on-line, perhaps using clean coal technology further to
the east in Wyoming and Montana and yet lack the transmission
capability and capacity to send that power to where it is needed
most. And I know that is also an issue in California between the

o begin to hear what happened in
d then take a look, as the com-
An be done to work our way out of this
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southern part and the northern part. They may have a surplus in
the south, but you have to route it up through the northwest to get
it to the northern end of California, and we need to be looking at
that. And again, siting issues, construction issues and how those
Federal laws interact are all critical elements of making sure we
have both a reliable and sufficient power supply.

Mr. Chairman, thank you for this hearing. I look forward to serv-
ing with you on this committee.

Mr. BARTON. Thank you. We look forward to working with you.

We also want to welcome a new member of the full committee
and the subcommittee to his first subcommittee hearing, Mr. Doyle
of Pennsylvania, who at the appropriate time will introduce the
witness from Pennsylvania.

Mr. Doyle.

Mr. DoYLE. Thank you very much, Mr. Chairman, and thank you
for convening this hearing to examine the electric supply and mar-
ket problems in California and to further determine the extent to
which conclusions can be made about the distinct roles of Federal
and State regulations through a comparison of electricity choice
plans enacted in Pennsylvania and Ohio. Just as the California
power crisis has sparked a nationa ate on deregulation, it has
also heightened the need for a f %erious discussion about
what constitutes a successful Stat ulation plan. One thing that

can be learned from a compari lifornia and Pennsylvania
is that regional factors shoul gnored, but should guide the
formulation and implementa of-4 State’s plan. And while popu-

lation, climate and ecopnp Jevelopment trends all are important
regional factors to con t is of the utmost importance that
States also look at the fagtgrs of energy generation, transmission
and distribution in much the same ways.

California has experienced an increase in population, severe
weather and an economic growth and information technology which
requires significant amounts of power. But California’s plan seem-
ingly did not incorporate complementary components into their de-
sign structure. California didn’t address serious generation, trans-
mission and distribution deficiencies adequately to reflect emerging
market and consumer demands.

While Pennsylvania supplies all of its own energy, pays close at-
tention to maintaining core capacity of its energy producing infra-
structure and allows for energy consortiums, California has not
built a single new power plant since before restructuring took
place. This, despite the fact that in 4 years between 1996 and 2000,
electricity consumption grew by approximately 9 percent.

Between 1999 and 2000, electricity consumption in California
grew by 15 percent. And keep in mind that even prior to these
trends, California never produced 100 percent of the energy used
but relied upon imported energy from other States. To compound
this problem, generation capacity has been off-line for maintenance
and their transmission system is constrained. As a result, prices
being paid by consumers and businesses have skyrocketed. Not one
facet of the plan appears to be interfacing well with the others. In
Pennsylvania, however, the plan is reflective of and takes into con-
sideration regional factors and has, in turn, accomplished its goals
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of creating more choice, maintaining a dependable energy supply
and lowering costs.

As Chairman Quain will speak to later, when Pennsylvania
began electricity competition in 1997, rates were on the average 15
percent higher than elsewhere in the United States. Today, Penn-
sylvanians pay rates on average 4.4 percent lower than elsewhere
in the country.

In order to gain greater insight from this comparative approach,
we must also examine how the plans approach the issues of strand-
ed costs, price caps, universal service, public benefits and a host of
other important issues. We must also examine how these States
approach the relationship between restructuring electricity genera-
tion and existing environmental regulations. These are the tougher
matters that I believe we must effectively deal with in order to de-
termine our appropriate role in energy deregulation.

I look forward to working with my fellow members on the sub-
committee in fashioning a cohesive response to the complex and de-
manding set of issues before us today.

Thank you, Mr. Chairman.

Mr. BARTON. I want to thank the gentleman for that opening

statement. And I have got to say fo ember who has never been
on the committee or the subcommiftpé ore, to give that kind of
iye-Sounds to me like if I

an opening statement, very im
didn’t know better, Chairman Dj ote that statement for you,
re, but it is very impressive.

or something. I am not going ¢

We would now like to hes S nother new subcommittee and
full committee membey the great State of Nebraska, the big
red machine, Mr. Lee Te (Congressman Terry, excuse me.

Mr. TERRY. I answer toewgrything.

Thank you, Mr. Chairmah, for calling this. I will submit my for-
mal statement for the record for time. There are a couple of issues
that have been brought up that I want to just casually mention for
you, Mr. Chairman. I was contacted by a contractor, a developer,
who is currently trying to build a power plant in California, ex-
pressing incredible frustration over the permitting, licensing proce-
dures. They are going to meet with me next week to go over the
details of that. But part of their frustration is that they are in the
process of building this. They thought at the time of crisis that it
would be expedited, but it isn’t. So we will go over the details of
that.

But, you know, we talk about so many levels of problems, and
I wonder if part of the discussion in any of these hearings are going
to be at the government or bureaucratic level. I don’t know if it is
bureaucratic indifference or incompetence, or if there are truly en-
vironmental reasons that don’t allow them to expedite at time of
emergencies like this. But we would think that producing and
building new power plants would be a priority in the State of Cali-
fornia. Evidently within the government, the message is it is not.
So I hope that is an area that we will hear about in one of our
hearings amongst the several other items of shortages in the sup-
ply lines. Thank you for holding this hearing.

Mr. BARTON. Thank you. Another new committee member and
subcommittee member from the great State of Louisiana, Congress-
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man John. I am not sure this committee is ready for two
Louisianans, but we welcome you to this subcommittee.

Mr. JOHN. One on each side of the aisle, too.

Thank you, Mr. Chairman, and ranking member, for holding this
committee meeting. I am looking forward to not only serving on the
full committee, but also this subcommittee, because I think that
some of the issues that we are going to be addressing and that this
country must address will come right through this subcommittee.
Today’s hearing is about the problems out in California, I am really
looking forward to hearing from the panelists here, because I be-
lieve our role in this committee is not to blame anyone for what
has already happened because there is enough blame going around,
whether it is the State, the Federal Government or anywhere in be-
tween. But I think we should take a look at this situation, find out
all of the facts that have contributed to where we are today, and
take that unfortunate circumstance and maybe overlay that on to
how we can make a better situation. You know, today it is Cali-
fornia. This summer, it could be Florida. It could be Louisiana. I
believe that as we look into the future of electric generation and
all of the different things that are happening out there, we are

truly in a new time, a new econo n e-economy, with the de-
mands on our electronics, whethéf1t\}s .our pagers, or our cell
ened my eyes on some of the

phones.

I just got out of a hearing th
things that we are going to have dress in the future as far as
our demand for electricity % are a lot of items that we are

/ J k forward to listening and learn-
ing the lessons here, but plaming any one individual or govern-
ment, but just to learn fronythis so that we don’t make these kinds
of mistakes again. We must look at the price of natural gas, the
oncoming line of new generating plants that are fueled by natural
gas, the effect of cold winters, and other contributing factors that
will impact our energy needs. So thank you, Mr. Chairman. I look
forward to this hearing as we proceed.

Mr. BARTON. Has the gentlemen completed his statement?

Mr. JOHN. Yes.

Mr. BARTON. I am sorry. I was in consultation with the majority
staff director.

On our side we now go to Mr. Whitfield from the great State of
Kentucky, one of our veteran subcommittee members.

Mr. WHITFIELD. Mr. Chairman, thank you very much. I would
just make the comment that over the last 8 years or so there has
been an effort in this country to reduce the use of coal, which is
our most abundant resource providing about 55 percent of the elec-
tricity produced in our country. I know that we must take steps to
encourage the use of coal while meeting environmental standards.
I would also touch on my friends from Ohio, Mr. Strickland’s com-
ments about nuclear energy, and say that I do think we must en-
sure that we always have the domestic capability to enrich ura-
nium in the U.S. With the closing of the plant in Portsmouth and
the only other plant in Paducah, that is something that we have
to be concerned about.

I yield back the balance of my time.

going to have to look
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Mr. BARTON. I thank the gentleman from Kentucky. We look for-
ward to working with him.

We would now like to hear from another veteran of the sub-
committee who do yeomen’s work in the last Congress on these
issues, Mr. Sawyer of Ohio.

Mr. SAWYER. Well, thank you, Mr. Chairman. Thank you for your
leadership over the previous Congress and the one we are coming
into.

I would like to take just a moment to echo the remarks of my
colleague from Ohio, Ted Strickland, on Dr. Alan Schriber, who has
now been a mainstay of energy management and regulation in
Ohio for now into his third decade, not all of three decades, but
components of three different decades. His leadership has been of
enormous value to all of us.

Our hearing today is about a multidimensional problem. It touch-
es on all of the topics that we have heard members refer to, but
I would like to focus my remarks today on the importance of trans-
mission, with the grid being the literal backbone of the electrical
system in the United States. Unless we continue to improve and
expand the transmission grid, the system simply will not sustain

the growth in our economy. The linka are just that direct. In the
long run, we risk potentially cata %breakdowns if we don’t
both expand and maintain the gri ch changes in demand.

from January of this year, Po raffic Jams Add to Energy
Woes. It warned that an antigqa nd overworked system of elec-
tric transmission lines -‘E"-\ ve much of California starved for
power, even if the Sf{€ an vVeventually generate and import
enough electricity to sexwe its 34 million residents. The State’s
transmission system, the axticle continues, has long been neglected,
a victim of poor planning, unexpected growth and electricity con-
sumption, and regulations that make the lines a poor investment.
Indeed, and I continue to quote, electricity use in the last decade
has grown twice as fast as the new transmission capacity. Many
have focused on the lack of generation in California, but trans-
mission is lagging even further behind. Quote, the State is plan-
ning to boost generation capacity by 25 percent, but its current
planning leads toward expanding the transmission capacity only by
about 5 percent.

California is not the only part of the country experiencing this
particular problem. It is much broader. Tuesday’s Energy Daily
had an article citing a study by the Mid-Continent Area, power pull
that, quote, calls for upgrades to more than 2,700 miles of trans-
mission lines in the map system to boost reliability but warns that
existing transmission rates are not high enough to justify invest-
ment in new transmission projects. We genuinely have a national
problem and its dimensions range from capital formation to siting
decisions.

How do we close the gap between transmission capacity and de-
mand? I believe it requires planning and thoughtful attention to
long-term needs that promotes rather than discourages investment
in the infrastructure needed to sustain competition. It requires de-
sign and maintenance standards and operating protocols appro-
priate to high speed electrical—a high speed electrical highway,

I would like to refer to an % m the Los Angeles Times
t
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and it requires timely locational decisions to meet the changing
needs of the customer base.

Since I started talking about transmission investment, I have
been gratified to see that the spread of concern with regard to that
we have moved from simple repeal of PUCA and PURPA and put-
ting a date certain for State action to the kind of discussion that
we are having today.

But a funny thing happened on the way to the ISO. Electricity
is becoming a riskier business than ever with more need than ever
to attract capital and to assure access and reliability.

In closing, just let me say that according to Chairman Eber of
the FERC, quote, transmission must become a stand-alone business
and respond to the market. It must do so, however, within the
framework of regulation, though in a new form.

That is what is happening. It will call on us to think through
new roles for a Federal framework in restructuring regional mar-
kets. That is to say, not more FERC and maybe not less FERC but
perhaps a different FERC.

Thank you, Mr. Chairman, I appreciate your flexibility.

Mr. BARTON. Thank you, Congressman Sawyer.

We now want to welcome our full mittee chairman, the dis-
tinguished Louisianan, Mr. Billy T %ﬁ%ongressman, Chairman
Billy Tauzin, who has not only put ®fer ack in the name of En-
ergy and Commerce, we have a i who has put energy back
into the chairman’s seat at Enegr Commerce.

Chairman TAUZIN. Thank

Thank you very mucki—JteedWe are all getting used to new
names, and while we 4 cbrating new names, in fact, the fact
that we have named the\Sonpimerce Committee, renamed it Energy
and Commerce, is not just\atr a light show. It is real. We have rec-
ognized that we are facing incredibly another energy crisis in this
country and we need to move quickly. It is no secret that we have
not had an energy policy. If we have had one, it may have best
been described as an anti-energy policy for some time now.

Defining a policy that is compatible to the needs of our country
and its energy demands and is compatible to the requirements of
our clean air policy and clean water policy and land use policies in
this country is going to be a demanding and awesome task and,
Joe, I want to thank you and the members of the committee on
both sides of the aisle for the energy which you have brought al-
ready to the organization of this hearing on California, and the
many hearings that we are going to have and discussions we are
going to have with Vice President Cheney and the task force as-
sembled at the executive level, and with Senator Murkowski and
the senators who have pledged to work with us to define a new en-
ergy policy for America that fairly balances all of those mighty con-
cerns.

If you are focusing today on California, tomorrow we will be fo-
cusing on New York; we will be focusing on Chicago; on Boston; on
places we are told that the energy grids are too weak and black-
outs, brownouts are likely this summer because of bottlenecks in
those grids. We will be focusing later on fuel supply problems, the
likes of which we saw in Chicago and Milwaukee last year when
fuel supplies were short and energy spikes hit consumers, and
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angry consumers wanted to know why and what was going wrong
with our supply problems.

We know several things about this country, and one is that we
have an insatiable demand for energy, and this new e-economy is
a gas guzzler and we have to somehow fit our energy supply with
that huge demand.

At the same time, we are going to necessarily balance those con-
cerns against the environmental concerns of our country in main-
taining some of the policies we put in place to clean up our air and
our water and our land. That is why we put energy and air quality
in the same committee. We know that relationship. We know, for
example, in California that some plants are operating at 25 percent
capacity because they have already bumped up against the NOx
caps. At the same time, emergency generators are running full
steam, and those emergency generators using diesel are polluting
the air 300 times more than the power plants that have shut down.
We need to put some common sense in these decisions.

Mr. Chairman, I want to thank you for accompanying me to Cali-
fornia. I think we are going later this month together to actually
talk to energy executives and government officials in California to
get a firsthand look at that proble

California represents 12 percentyf t ation’s GDP. We can’t
have a crisis in California that %ﬂa national crisis. We can’t

have a crisis in energy facing munity, one State in this
g n al concern. There are six pe-
in Louisiana because natural gas
world where natural gas is now
ectric generation. We have got a lot

country, without it becoming

trochemical plants shu ='\ i

prices are so high, in
‘ 94

the premier desired fue
to talk about, a lot to do.

Joe, I want to thank you, Mr. Chairman, for, again, the energy
that your committee is going to bring, and you personally are going
to bring to this awesome and demanding task. Downstairs, Mr.
Bilirakis has started the health care hearings, and we are orga-
nizing this afternoon the ONI work of our committee. This com-
mittee is back, and we are going to do some remarkable things in
this 2-year cycle because of the talent on both sides of the aisle
that is just itching to get to these problems and to find solutions
for the American public. This is going to be an exciting time for
your subcommittee, Mr. Chairman. I thank you for allowing me to
come in and interrupt like this. I promise in the future I won’t do
this to you, but I wanted to come here on the first day and con-
gratulate you for making this the first hearing, because this Cali-
fornia situation is something all of us have an interest in and the
entire Nation has a stake in resolving.

California, literally, is just the first sign of what could be prob-
lems all over America until and unless we make some good deci-
sions. Joe, thanks for entering this process, for helping us find
those answers, and I look forward to working with you. You have
the full support of the full committee and its staff in this grand ef-
fort. Thank you, sir.

[The prepared statement of Hon. W.J. “Billy” Tauzin follows:]

AY,
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PREPARED STATEMENT OF HON. W.J. “BILLY” TAUZIN, CHAIRMAN, COMMITTEE ON
ENERGY AND COMMERCE

Mr. Chairman: I'd like to commend you for holding this hearing on lessons
learned from the California electricity crisis. Over the past year, energy issues have
been very much in the news. Since last summer, the situation in California has been
getting the most attention, but rising prices for natural gas and oil also give the
consumer good cause to worry.

The name of this Committee was changed to Energy and Commerce for a reason:
we recognize that energy issues are paramount. The increased demand for energy
in the U.S. gives this Congress and the Administration the opportunity and respon-
sibility to develop a comprehensive, forward thinking national energy policy. A long
term strategy that includes all sources of energy is essential to the success of our
economy. The U.S. demands abundant energy supplies at affordable prices.

This 1s the first hearing of the Subcommittee on Energy and Air Quality. We in-
tend to hold more hearings in the future on other energy issues. These hearings will
focus attention on the need for a comprehensive energy policy and highlight what
needs to be done to achieve that goal.

Today’s hearing will show that despite the negative publicity about electricity,
true competition does not result in power shortages, blackouts, or high prices. This
hearing will explore the causes of the crisis and look at other states to identify what
they did right.

I look forward to hearing from today’s distinguished panel of witnesses. Thank
you.

Mr. BARTON. So this is going to be the Energy Bunny Sub-

committee of the Energy and Comm Committee. We are going
to work, work, work, work, work Chairman. And we hope,
produce, produce, produce, produce . We welcome your par-
ticipation.

We want to welcome Mr. or an opening statement. I
want the audience to look 0 atches and let us see if Mr.
Markey can hold his 3- ening statement to under 7 min-
utes.

Mr. MARKEY. Thank y . Chairman.

Mr. BARTON. I just picked’a number.

Mr. MARKEY. Thank you, Mr. Chairman, very much.

I begin here today my 25th year on the Energy Subcommittee.
I remember back in the late 1970’s, actually, when Senator Scoop
Jackson used to hold hearings before the Senate Energy Com-
mittee. We didn’t have an Energy Committee in the House. We had
an Interstate and Foreign Commerce Committee that had energy,
health, telecommunications. You all serve on this committee right
now.

There was a big move to create a House Energy Committee and
to strip the committee of its jurisdiction. I suggested to Mr. Dingell
that we make a big move to help solve the problem that we didn’t
have an energy committee in the House and that we change the
name of the committee to the Energy and Commerce Committee,
and that would solve the problem, which it did from 1980 until
1995 when, because the energy crisis had kind of abated, the name
was changed back to the Commerce Committee.

Beginning this year, we have changed it back again to the En-
ergy and Commerce Committee, dealing with the reality that en-
ergy is now playing a much more pronounced role in public policy
in our country, but also as an anticipatory, also NMD shield
against anyone coming against our jurisdiction in this particular
area because, Mr. Chairman, you are going to provide great leader-
ship for us.

Mr. BARTON. I did not realize it was your idea.
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Mr. MARKEY. Yes, that was my idea. Coming up with a good line.

Mr. BARTON. Yes.

Mr. MARKEY. You know, my mother always said to me, Mr.
Chairman, try to learn as many lessons vicariously as you can. It
is safer that way. Now, we always don’t do that, but we are here
today trying to learn vicariously from the California electricity dis-
aster.

Some of you recall the film The Perfect Storm, in which three
storm fronts converged off the New England coast to produce mon-
ster waves that crashed down and destroyed a small Massachusetts
fishing vessel. What we have seen today in California is an elec-
tricity perfect storm, in which converging fronts of a flawed State
restructuring plan, high natural gas prices, increased demand,
lower than expected rainfall, reduced imports of power from neigh-
boring States, lack of new generating capacity, transmission con-
straints and market structure problems have all come together to
produce a monster wave of rolling blackouts and higher prices.

For the citizens of California, it is a crisis that leaves consumers
caught in a vortex of reliability problems and looming rate in-
creases. For the rest of us, it is something that we only want to
experience vicariously.

Now, we can learn the wrong le President Bush, Secretary
of Energy are arguing that we shafld 1 in the pristine Arctic
refuge to find more oil. Unfortu o‘»e‘ ® nly 1 percent of electricity
in California is generated frg nd even if we did drill we
wouldn’t find any oil and h ‘{ a'\cgpacity to bring it to California
for at least 10 years; no k, the time schedule that this com-
mittee wants to work

California is one of th engines of the digital economy and
the digital bits, the currentyof this information, the economy.

What are they? Simply bundles of electrons. Every single one of
the hundreds of millions of devices, PCs, routers, servers, transmit-
ters, and so on have exactly two kinds of connection; one for bits
and one for kilowatt-hours.

Just how much electricity does the Internet use? Some estimates
are that up to 8 percent of the Nation’s electric supply is absorbed
by the sprawling and deeply penetrating hardware of the Internet.
When the broad array of all the computers and related equipment
are considered, the total probably has been estimated to reach 13
percent of all U.S. Electricity consumption.

In fact, in just the past 5 years, our digital economy has driven
U.S. Economic growth so much that the increased energy supply
needed to meet this growth is equal to the total generating capacity
of the country of Italy. Cyberspace clearly has an energy cost, and
energy still continues to be the engine for growth.

It is true that the increased efficiencies brought about as the re-
sult of telecommunications and information technologies will help
us to use energy more efficiently, but the heightened economic
growth made possible by the digital era also seems to be driving
increased demand for electricity in California, in Massachusetts,
and elsewhere around the country.

Put simply, if oil was the fuel that powered economic growth in
the 20th century, electricity is the fuel that powers the economic
growth in the 21st century digital economy.
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So how do we prevent the California catastrophe from becoming
the California contagion? How do we create a functional electricity
market that can efficiently and inexpensively meet the electricity
needs, and do so in an environmentally responsible fashion?

One way to start is to assure that we have a fair and competitive
market structure. Last year when this committee was considering
Federal electricity restructuring legislation, I tried to offer an
amendment that would have helped to reinvent the Federal Energy
Regulatory Commission, transforming it from a regulator to a mar-
ket regulator. My amendment would have given Federal regulators
the tools they need in order to address market power abuses in the
emerging competitive market.

But there was widespread opposition to my amendment from the
electric utility industry and from many members on the other side
of the aisle. There is no market power problem, I was told. We
should not be giving FERC any more authority in this area. We
should leave it to the States.

Well, we ended up doing nothing, and what happened? Last fall
an investigation by the FERC staff revealed that the California
market was seriously flawed and caused unjust and unreasonable
rates for short-term energy to be charged. The FERC also observed
that California’s energy regime provi an opportunity for sellers,
inside and outside of the State, tg<exercjse market power when
supply is tight.

Unfortunately, because FERC have the type of authority
that it should have over magket er abuses, it was unable to
charge particular sellers-wit}
know, some of Califoy .\ roblems are beyond its own State

@ t reach those issues. Only if we have

boundaries, so the Stat

a national regime and a ‘wgtional wholesale market can we move
to this new era, but we need national regulation, as well, to deal
with the national market power abuses.

I know that there are many factors that combined to produce
California’s perfect storm. Some, like the amount of rainfall on the
West Coast, are beyond our control. But when we see evidence of
market power abuses that result in excessive and artificial levels
of market volatility, it seems to me we should act.

I look forward to the hearing today and the expert witnesses that
you have gathered, Mr. Chairman, and I look forward to working
with you this year toward the goal of producing national legisla-
tion.

[The prepared statement of Hon. Edward J. Markey follows:]

PREPARED STATEMENT OF HON. EDWARD J. MARKEY, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF MASSACHUSETTS

Thank you, Mr. Chairman.

My Mother always said, “Try to learn as many lessons vicariously as you can. It’s
safer that way.” And that is essentially what we are trying to do here today, trying
to learn vicariously from the electricity disaster that has afflicted California.

Some of you may recall the film, “Perfect Storm,” in which three storm fronts con-
verged off the New England coast to produce monster waves that crashed down and
destroyed a small Massachusetts fishing vessel. What we are seeing today in Cali-
fornia is an electricity “Perfect Storm,” in which converging fronts of a flawed state
restructuring plan, high natural gas prices, increased demand, lower than expected
rainfall, reduced imports of power from neighboring states, lack of new generating
capacity, transmission constraints, and market structure problems have all come to-
gether to produce a monster wave of rolling blackouts and higher prices.
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For the citizens of California, it is a crisis that leaves consumers caught in the
vortex of reliability problems and looming rate increases. For the rest of us, it is
something that we only want to experience vicariously.

California is one of the main engines of the digital economy, and digital bits are
the currency of this Information Economy. What are they? Simply bundles of elec-
trons. Every single one of the hundreds of millions of devices, PCs, routers, servers,
transmitters and so on, have exactly two kinds of connections: one for bits and one
for kilowatt-hours. Just how much electricity does the Internet use?

Some estimate that up to 8% of the nation’s electric supply is absorbed by the
sprawling and deeply penetrating hardware of the Internet. And when the broader
array of all computers and related equipment are considered, in other words the
heart of our new Information Economy, the total probably has been estimated to
reach 13% of all U.S. electricity consumption.

In fact, in just the past 5 years our digital economy has driven U.S. economic
growth so much that the increased energy supply needed to meet this growth is
equal to the total generating capacity of Italy. Cyberspace clearly has an energy cost
and energy still continues to be the engine for growth. It is true that the increased
efficiencies brought about as the result of telecommunications and information tech-
nologies will help us use energy more efficiently. But the heightened economic
growth made possible in the digital era also seems to be driving increased demand
for electricity, in California, and elsewhere around the country.

If oil was the fuel that powered economic growth in the 20th Century, electricity
may well be the fuel that powers economic growth in the 21st century.

So, how do we create a competitive and functional electricity market that can effi-
ciently and inexpensively meet the electricity needs, and do so in an environ-
mentally responsible fashion?

Last year, when this Committee was consid€rihg federal electricity restructuring
legislation, I tried to offer an amendment t d have helped to reinvent FERC
from a rate regulator to a market regulator; a dment would have given fed-
eral regulators the tools that they are goi 0 d to address market power abuses
in the emerging competitive market. B as widespread opposition to my
amendment from the electric utility i from many of the Members on the
other side of the aisle. “There is m t power problem,” I was told. “We

the states.”

Well, we ended up doing nott d what has happened? Last fall, an investiga-
tion by the FERC staff reveled Ke California market was “seriously flawed and
caused...unjust and unreasonable/rates for short-term energy” to be charged. The
FERC also observed that California’s energy regime provided an “opportunity for
sellers to exercise market power when supply is tight.” Unfortunately, because
FERC doesn’t have the type of authority that it should have over market power
abuses, it was unable to change particular sellers with abuses of FERC rules.

Now, I know that there are many factors that combined to produce California’s
Perfect Storm. Some, like the amount of rainfall on the West Coast, are beyond our
control. But, when we see evidence of market power abuses that result in excessive
and artificial levels of market volatility, it seems to me that we should act.

I look forward to hearing the testimony of the witnesses before us today. And I
hope, Mr. Chairman, that this will be the first, not the last, of a series of hearings
focusing on the California catastrophe.

shouldn’t be giving FERC any !! hority in this area” “We should leave it to

Mr. BARTON. Thank you. We appreciate your 8-minute and 10-
second 3-minute opening statement. We are going to give you style
points, but I think Mr. Doyle has substance points on you.

Mr. MARKEY. That is because he agrees with you.

Mr. BARTON. That doesn’t hurt. Who does the judging does make
a difference, that is true.

We now would like to hear from another of our Californians, Mr.
Radanovich. We welcome you to the full committee and the sub-
committee.

Mr. RADANOVICH. Thank you, Mr. Chairman.

California rarely gets together on anything because we are such
a big and such a large and diverse State.

But in my 6 years of being here, we did manage to come together
on one thing, and that is when the State delegation, both Repub-
lican and Democrat, came back to Washington, together with the
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California delegation here in Congress, to lobby the Fed to keep
them out of the current deregulation debate back here at the time
because California had such a great plan and the Fed would only
screw it up if they got involved.

That is how our plan started. Of course, it has turned out to be
not such a terrific plan, and has not worked out very well.

As the only member here, I think, whose district has gone
through a rolling blackout, I would really want to stress one thing.
That is that in 2% years, things are going to get very critical. If
there is not both Federal and State participation to get us through
these 2%2 years, I fear that there will be loss of life.

I am a supporter of temporary cost-plus caps that could be had
through the FERC, but I don’t support those things until the State
really does a couple of things.

One is to begin to relax some of the clean air standards, because
it is my belief, and I hope that we hear more about that from some
of the testimony today, that California can produce 10 percent
more of its own energy if that alternative is investigated.

Second, I think the environmental community in California
needs to stop using environmental policy to stop growth, because
growth both is and has occurred, 3 il the State collectively

OTN'S

pulls its head out of the sand and (e: o prepare for its future,
rather than ignoring the fact th a ructure needs to be ex-
panded, both electricity and watg I think that the Fed ought
to wait.

California needs to do a

things, but we cannot get through
these 2%% years withouy elp. I really think that temporary
assistance, both from t ral level, and a relaxation of some
of these standards, or the\aggertion of a temporary cap, is no more
dangerous than temporarily relaxing some of the State’s clean air
standards. It does not mean eviscerating the law, it does not mean
that at all. It means temporary assistance to a State that has
found itself in very dire straits, and it is going to need attention
from both the Federal and State governments. Thank you.

Mr. BARTON. Thank you, Congressman. We really look forward
to your input, because it is very, very beneficial to have a Con-
gressman whose district is having some of the problems that we
are trying to address.

While it is no fun for you in your district, I understand that, the
knowledge that you have as a result of it is going to be very bene-
ficial.

Mr. RADANOVICH. Thank you. This summer, Mr. Chairman, it
will be statewide. Southern California will be getting it this sum-
mer.

Mr. BARTON. We appreciate your participation on the sub-
committee.

Mr. WAXMAN. Mr. Chairman?

Mr. BARTON. The gentleman from California.

Mr. WAXMAN. Just so we have the record straight, Chairman
Tauzin made a statement, and we respect other people’s views, but
statements of fact ought to be evaluated. Chairman Tauzin said
that plants are running at 25 percent of capacity because of NOx
limits. That is contrary to what we heard from the California Air
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Resources Board. I wonder if we could get for the record the infor-
mation.

Mr. BARTON. Let’s get to the opening statements before we start
into a debate on other Members’ opening statements.

Mr. WAXMAN. He probably has data I don’t know about.

Mr. BARTON. We are going to be fact-based, but we will—obvi-
ously, whatever data is there from EIA or the California Air Qual-
ity Board, the FERC, we will put into the record. There is no ques-
tion about that.

Mr. WAXMAN. Thank you very much.

Mr. BARTON. We would now like to hear from another veteran of
the subcommittee and the full committee, Mr. Bart Gordon. We
came to Congress at the same time, and our hair was dark and our
bellies were flat and his belly is still flat. Mine is not, nor is my
hair dark. Mr. Gordon.

Mr. GORDON. Thank you, Mr. Chairman. Thanks for your leader-
ship here.

We have had some interesting opening statements, but I think
it is time to hear from the panel.

Mr. BARTON. Well, thank you, to give us back a little bit of time.

We would like to go to a new me r of the subcommittee, not

the full committee, Mr. Ganske of for an opening statement.

Mr. GANSKE. Thank you, Mr. Ch a
To Mr. Markey, who speaks a confluence of factors that
created a Perfect Storm, I s s Gladiators lay down our
0 gether, have a piece of Choco-

swords, Traffic in good will t
late with Erin Brockov Qs
: 7

y to figure out this energy policy.

Mr. Chairman, seve § are juggling simultaneous hearings
on energy and prescript drigs. We actually have people on fixed
incomes in this country who are trying to decide which bill to pay,
their medicine bill or their power bill.

So for this hearing, I think it is important to focus on two sepa-
rate questions: First, what role should the Federal Government
play in assisting California in overcoming its energy problem; sec-
ond, we should examine California as a case study in restructuring,
and determine what went wrong, because clearly, something has
gone wrong.

Mr. Chairman, as our committee resumes work on energy issues,
I want to reiterate the principles that I think we should keep in
mind as we deal with energy—this energy crisis. All retail cus-
tomers must benefit and be protected in a competitive market.
Those companies that have invested in power facilities must be
treated with responsibility. We need to ensure that competitors
enter the market on an equal footing. We need to clarify any juris-
dictional ambiguity that could frustrate a competitive market. We
must maintain a safe and reliable electricity system, and we need
to protect the environment.

As 1 see it, there are many contributing factors to the current
state of the energy situation in California. One of the factors is the
failure of power generation and transmission to keep up with grow-
ing power needs in the State.

Current regulations under the Public Utility Holding Company
Act clearly deterred the establishment of greater power generating
capacity in the State.
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It also seems that the 1996 California restructuring changes
have violated some basic rules of economics by locking in consumer
power rates and allowing the rates the utilities pay for power to
rise. It was only a matter of time until the price at which power
could be purchased exceeded the amount which could be collected
from the customer.

My question is this: Where was the market incentive for con-
servation of energy? By also preventing long-term contracting for
power, another stabilizing factor in the price was removed. Finally,
I would also say that I think we are making a mistake if we focus
only on what California did wrong. We should look at what other
States may have done right.

Mr. Chairman, I hope that the lessons we learn today will help
us in our efforts on the Federal level to help create a reliable en-
ergy policy. I yield back.

Mr. BARTON. Thank you, Congressman Ganske. We appreciate
that opening statement.

We would like to hear from Mr. Barrett, Congressman Barrett,
of Wisconsin for an opening statement.

Mr. BARRETT. Thank you, Mr. Chairman. I agree with Bart that
we should get on with the hearing, I will yield back my time.

Mr. BARTON. Thank you. %ﬁ

We go to Mr. Bryant of the great t Tennessee for an open-
ing statement.

Mr. BRYANT. Thank you, Mr an. Let me, too, apologize as
another one of those member‘%‘ doing double duty today with

the Health Care Subcommit Iso meeting at the same time up-
stairs on the very impq \ssae of prescription drugs for senior
citizens.

I will be quick, like my“colleague, Bart Gordon from Tennessee,
I think just about everything has already been said. Let me asso-
ciate myself with a couple of people’s remarks, though; with Mr.
Doyle, because my chairman said it was such a good statement.

But I do agree with Mr. Doyle’s statements, that we have to, as
others have said, learn not only from the mistakes of California,
but also from a job well done, it appears, from States like Pennsyl-
vania.

Finally, let me associate myself with the remarks of our chair-
man of the full committee, Mr. Tauzin. What I heard him say,
among other things, was we need to focus as a subcommittee and
as a full committee and as a Congress on a national energy policy
in this country that covers the range not only of this issue but nat-
ural gas and a complete energy policy. I hope that we can, in this
Congress, join in with the administration in looking at this and not
only looking at it, but coming up with a comprehensive energy pol-
i

cy.

With that, I yield back the balance of my time.

Mr. BARTON. I thank the gentleman from Tennessee.

I see no members on the Democrat side that have not been given
an opportunity for an opening statement, so we will go to Mr. Pick-
ering of Mississippi for an opening statement.

Mr. PICKERING. Thank you, Mr. Chairman. Let me just say from
the committee’s perspective, I think that we have done the right
thing in the last two Congresses by waiting to see the results of
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the experiments in the States. Now we have a greater body of evi-
dence and examples, both good and bad, of what works and what
does not work.

Let me say, now is the time for us to develop the comprehensive
energy policy that our country so desperately needs. It will have to
contain every component, from the reliability of our system to
transmission to generation, to regulatory reform, exploration and
production, alternative energy sources, and new technologies.

Now is the time to act. We have seen from the States what works
and does not. We should take those lessons to heart as we begin
working with the new administration, and as Republicans and
Democrats, to do the right thing for the country.

Thank you, Mr. Chairman.

Mr. BARTON. Thank you, Mr. Pickering.

Seeing no other members present who have not been given an
opportunity to give an opening statement, the Chair would ask
unanimous consent that all members not present be given such an
opportunity to put an opening statement in the record.

Is there objection?

Hearing none, so ordered.

[The prepared statement of Hon. Christopher Cox follows:]

EPRESENTATIVE IN CONGRESS
NIA

PREPARED STATEMENT OF HON. CHRISTOPH ©
FROM THE STATE

Thank you, Mr. Chairman, for holding eaving today.

In 1996, the California state legislat { ?’ ised consumers that its electricity

restructuring law would result in stantitdly lower electricity rates. Today, five

years later, that law is resultjr lower rates, but in skyrocketing electricity
prices, massive power shortage g\blackouts—and media reports of businesses
packing up their operations g across the border to other states.

California residents and busihgsge§/aren’t the only ones suffering. The state’s elec-
tricity shortage is directly affectieighboring states, as California’s current power
needs are draining power supplies available to other states that are also part of the
Western grid.

As the crisis in California grows—and as we approach the summer time, when
energy consumption will grow even higher—the national implications of California’s
problems loom even larger. Without further reforms, the prospects of continuing en-
ergy shortages over the coming months could severely impact continued economic
growth in California. And given that California’s economy alone accounts for nearly
one-sixth of the nation’s economy, any slowdown in economic growth in California
will have a serious effect on our nation’s overall economic and fiscal health.

Learning the lessons of what went wrong in California are vital so that we can
take the necessary steps to fix the problems.

For starters, I hope today’s hearing will help shatter a myth that continues to per-
sist today: California’s 1996 electricity restructuring law, as it has been inaccurately
described, did not “deregulate” electricity prices. In fact, the California government’s
attempt to redesign the way Californians can buy and sell electricity has fundamen-
tally failed to allow the free market to function properly. Let me just highlight three
of the most significant failings of the 1996 law:

e Price controls. As our witnesses will testify today, California’s 1996 law only re-
moved government controls on wholesale prices, but continued to heavily regu-
late retail prices. In fact, the law mandated a 10% cut in the existing retail
price.

o A flawed government substitute for market institutions. California’s 1996 law
banned all long-term power supply contracts, and instead required incumbent
utilities to buy all their wholesale power on the day-ahead spot market through
a government-run institution called the Power Exchange. Outlawing long-term
contracts removed an important moderating influence on prices, as prices in the
spot market are far more volatile. Even worse, because the incumbent utilities
must buy all their power from the Power Exchange, this has created opportuni-
ties for speculation and incentives for power generators to withhold or reduce
power supplies in order to increase the sales price of energy sold to the incum-
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bent utilities. The net result is that the utilities were forced to buy high and
sell low, an unsustainable development that has now depleted their reserves,
destroyed their credit, and left them on the brink of bankruptcy.

* No real consumer choice. A competitive market cannot function properly without
adequate consumer choice of electricity providers. But in California, five years
later, only 2% of residential customers have chosen a different electricity pro-
vider. That’s because the 1996 restructuring law has proven very unfriendly for
competitive new electricity providers who want to enter the retail marketplace.
The law’s continued price controls have, of course, proven a significant deterrent
to new entrants entering the marketplace. In addition, the 1996 law hits every
electricity consumer with a costly tax—euphemistically called a “competitive
transition charge”—that goes to pay for the stranded costs of the incumbent
utilities. This tax is the same no matter which utility you use, so even if you
wanted to choose a new entrant—one that has not made significant economi-
cally unsound investments in stranded assets—you still have to pay the same
large “competitive transition charge” that you would if you had stayed with
your incumbent utility. Finally, the 1996 law also contained a significant num-
ber of regulatory burdens that discourage true consumer choice, such as the ban
on renting the incumbents meters which has meant that customers who change
their electricity provider have to pay an up-front fee of about $600 to have a
new meter installed at their home.

Encouraging California to repeal its 1996 law—which has proven a barrier to
lower prices and real consumer choice—is critical. California must also be careful
to replace the failings of the 1996 law with a free market, and not make matters
worse by moving in the direction of more government regulation and control.

On this score, I am concerned by Gov. Davig’ talk of having state taxpayers buy
the electricity transmission system from the in¢ambent utilities, and operate it as
a state-run enterprise. Given the dire need neX investment in additional trans-
mission and generating capacity in the sta overriment ownership of the trans-
mission lines will dry up any private int ilding out the additional capacity
that our state so desperately needs.

Thank you again for holding this j

umer”choice for ratepayers in California, we
arket can provide a better measure of con-

will provide true choice and lowex

Mr. BARTON. We now want to welcome our first panel. We have
a distinguished panel. We have a Commissioner from the Cali-
fornia Public Utilities Commission, the Chairman of the Ohio Pub-
lic Utilities Commission, the chairman of the Pennsylvania Public
Utilities Commission, and a national leader in the consumer move-
ment, Mr. Travieso, from Maryland.

We are going to start, obviously, since there has been quite a bit
of focus on California, with the Commissioner of the California
Public Utilities Commission, Mr. Carl Wood.

Welcome to the subcommittee, Commissioner. We are going to
put your entire statement in the record. We are going to start you
with 7 minutes and see how close you come. If you need additional
time, obviously we are going to give you additional time.

Welcome to the subcommittee.

STATEMENTS OF CARL WOOD, COMMISSIONER, CALIFORNIA
PUBLIC UTILITIES COMMISSION; JOHN M. QUAIN, CHAIR-
MAN, PENNSYLVANIA PUBLIC UTILITY COMMISSION; ALAN
R. SCHRIBER, CHAIRMAN, OHIO PUBLIC UTILITIES COMMIS-
SION; AND MICHAEL J. TRAVIESO, MARYLAND PEOPLE’S
COUNSEL

Mr. Woob. Thank you very much.
Good morning, Chairman Barton, and members of the sub-
committee.

prices for electricity consumers.
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I very much appreciate the opportunity to testify before you
today on behalf of the California Public Utilities Commission, the
PUC, the State of California and our 35 million residents.

Your invitation asked that I focus my remarks on the cause or
causes of the electricity disruptions that Californians have been ex-
periencing since June of last year, and those elements particular to
the electricity deregulation plan implemented by California’s pre-
vious administration, which I view as responsible for those disrup-
tions.

As I appear before you today, California marks its 31st day of a
continuous Stage 3 energy alert. The three major investor-owned
utilities in California are experiencing severe financial difficulties,
with vendors and independent generators expressing concerns
about whether they will be paid for services rendered.

As the Governor and legislature move aggressively to address
these challenges, with plans to increase generation and conserva-
tion, and stabilize the financial health of the utilities, I think we
can learn much from our painful experience with deregulation.

Fundamentally, I believe the premise that provision of electricity
as an essential service could be effectively traded on the day ahead
and hour ahead spot markets, absent the full range of generation
procurement options, was at the r the failure of California’s
deregulation scheme.

The flaws in the system ad flect this belief—the pool
structure that was established; accompanying reliance on
wholesale trading in lieu of @ati eneration, California’s retreat
from integrated resourc ing, and the unmet promise of cus-
tomer choice.

A balanced reliance 0 mix of generation procurement op-
tions available has historically been necessary to maintain reliable,
reasonably priced electricity, and it remains so today. Historically,
California participated in the western systems coordinating council,
or WSCC. The WSCC was a loose pool that permitted coordination
and trading of loads and resources in the western States.

During the two decades before deregulation, California’s utilities
relied on trades and purchases from within the WSCC to fill out
their resource needs, in combination with native generation and
short- and long-term purchases from qualifying facilities.

For example, San Diego Gas and Electric Company successfully
reduced its average electric rates from a high of 12.3 cents per kilo-
watt-hour in 1985 to about 9 cents per kilowatt-hour in 1991. This
was accomplished largely by meeting its energy requirements with
a mix of native generation, and trades and purchases. SDG&E met
approximately 30 percent of its energy requirements through con-
tracts in 1992.

In contrast, the Federal Energy Regulatory Commission, or
FERC, authorized efforts to regionalize the Western Interconnect,
and markets have failed to protect consumers. Beggar-thy-neighbor
withholding of generation and sales has replaced the regional co-
operation that worked for years.

California is now moving to restore a mutually beneficial and co-
operative approach. A central mistake of California’s deregulation
experiment was the divestiture of a large portion of the cost-of-
service utility generation plant in our State. Over a 2%z year time-
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frame, California’s investor-owned utilities sold 18,393 megawatts
worth of fossil and renewable generating facilities. These facilities
were subject to cost-of-service ratemaking. They now generate
power that is sold into the current market at considerably higher
prices, I would say spectacularly higher prices.

That market is dysfunctional. Wholesale prices no longer bear
any relation to the cost of production, demand, or time of use. The
very power the utilities once owned and controlled is now sold on
the wholesale market to meet virtually the same demand.

Spot market wholesale trading should be used to meet electricity
demand on the margin only as part of a mix of resources relied on
to meet requirements. But nothing in California’s deregulation ex-
periment limited reliance on the spot market to meet any demand,
even including baseload. California is now moving to permanently
reduce its reliance and exposure to wholesale markets.

I believe policymakers at the time should have taken a more
measured approach to authorizing the divestiture of native genera-
tion. It may have been appropriate to authorize divestiture of some
amount of utility generating facilities to improve the development
of a workably competitive wholesale market and the power ex-

change.

However, losing the benefit of re E%}i}control over this portion
of California’s energy requirementsig. s a short time period sig-
nificantly diminished California) iy to minimize price vola-
tility during the uncertain trangiti riod.

California’s PUC, our legistgtu nd Governor Davis are all in
agreement that no furt j"’ﬂl itures should be authorized, given
;.1@ e

the current dysfunctio

Thought the 1980’s and. 19
sion and the PUC conductéd a joint integrated resource planning
process. Future resource needs were forecasted and a mix of de-
mand side management, generation, and purchases were identified
to meet those needs.

In 1992, this process resulted in a finding by the PUC that 1,300
megawatts of additional generation should be procured from quali-
fying facilities through an auction. After receiving bids to provide
power it regarded as being too high-priced, Southern California
Edison Company appealed to the FERC.

Ultimately, FERC found that the Commission’s auction process
was flawed and the utilities settled outstanding claims, but the
auction process and the building of the new generation facilities
was blocked. No additional power was procured through that proc-
ess, and the PUC determined not to incorporate a State resource
planning component into its deregulation experiment.

This retreat from integrated resource planning in California ag-
gravated the problems that stemmed from market uncertainty. The
State ignored its energy efficiency building standards during the
building boom of the mid-1990’s and discouraged the construction
of cost-of-service power plants, all in the hope that unregulated in-
vestors would build sufficient new generation capacity for predicted
future needs.

No warning signals were built into the deregulation experiment
to provide policymakers with adequate warning that the market
was not delivering sufficient new capacity.
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The deregulation experiment also held out the promise that all
customers would be able to choose their energy provider. But in re-
ality, this promise was a false choice. Direct access sellers, or en-
ergy service providers, set up shop in California and solicited cus-
tomers, but were not assigned to a duty to serve customers com-
parable to the obligation borne by traditional utilities.

These providers never penetrated the market to any significant
extent, and at the first sign of trouble in the market, they closed
their doors and returned their customers to the regulated utilities.
The prospect of choosing your energy provider turned out in prac-
tice to be little more than a rationale for the unbundling of the dis-
tribution utility.

As I said before, I regard the provision of electricity as an essen-
tial service. Policymakers concerned about economic stability
should assure a reliable, reasonably priced supply of this essential
service. The State and the Federal Energy Regulatory Commission
have the responsibility and jurisdiction to take corrective actions
when, as today, reliability or reasonable prices are compromised.
We are taking those actions in California.

Unfortunately, FERC has not exercised its authority under and

responsibility under the Federal Power Act to protect consumers
from unreasonable rates. FERC re ed last year that the mar-
ket was dysfunctional and that the.wholesale rates being charged

In spite of FERC’s inaction, ia’s policymakers are work-
ing together to restore reliabdity price stability to the market.
Again, thank you, M' an, for the opportunity to come be-

fore you this morning.
) Carl Wood follows:]

[The prepared statem
PREPARED STATEMENT OF CARL W0oOD, COMMISSIONER, CALIFORNIA PUBLIC
UTILITIES COMMISSION

were unreasonable, but nonethel% failed to act effectively.

Good morning Mr. Chairman, and members of the Subcommittee. I appreciate the
opportunity to testify before you today on behalf of the California Public Utilities
Sommission (PUC), the State of California and its 35 million energy-consuming resi-

ents.

Your invitation asked that I focus my remarks on the cause or causes of the elec-
tricity “disruptions” Californians have been experiencing since June 2000 and the
elements particular to the electricity deregulation plan implemented by the previous
administration which I view as responsible for those disruptions.

As I appear before you today, California marks its 31st day of a continuous Stage
3 energy alert. The 3 major investor-owned utilities are experiencing severe finan-
cial difficulties, with vendors and independent generators expressing concerns about
whether they will be paid for services rendered. As the Governor and Legislature
move aggressively to address these challenges—with plans to increase generation
and conservation, and stabilize the financial health of the utilities—I think we can
learn much from our painful experience with deregulation.

Fundamentally, I believe the premise that provision of electricity as an essential
service could be effectively traded on the day ahead and hour ahead spot markets
absent the full range of generation procurement options, was at the root of the fail-
ure of California’s deregulation scheme. The flaws in the system adopted reflect this
belief—the pool structure that was established; the accompanying reliance on whole-
sale trading in lieu of native generation; California’s retreat from integrated re-
source planning; and the unmet promise of “customer choice.” A balanced reliance
on the mix of generation procurement options available has historically been nec-
essary to maintain reliable, reasonably priced electricity—and it remains so today.

The Pool

Historically, California participated in the Western Systems Coordinating Council
(WSCC). The WSCC was a loose pool that permitted coordination and trading of



38

loads and resources in the western states. During the two decades before deregula-
tion, California’s utilities relied on trades and purchases from within the WSCC to
fill out their resource needs, in combination with native generation and short- and
long-term purchases from qualifying facilities. For example, San Diego Gas & Elec-
tric Company successfully reduced its average electric rates from a high of 12.3¢/
kWh in 1985 to about 9¢/kWh in 1991. This was accomplished largely by meeting
its energy requirements with a mix of native generation, and trades and purchases.
SDG&E met approximately 30% of its energy requirements through contracts in
1992.

In contrast, the Federal Energy Regulatory Commission (FERC)-authorized efforts
to regionalize the Western Interconnect and markets have failed to protect con-
sumers. Beggar-thy-neighbor withholding of generation and sales has replaced the
regional cooperation that worked for years. California is now moving to restore a
mutually beneficial and cooperative approach.

Divestiture and Wholesale Trading

A central mistake of California’s deregulation experiment was the divestiture of
a large portion of cost-of-service utility generation plant. Over a 2% year timeframe,
California’s investor-owned utilities sold 18,393 MW worth of fossil and renewable
generating facilities. These facilities were subject to cost-of-service ratemaking. They
now generate power that is sold into the current market at considerably higher
prices. The market is dysfunctional. Wholesale prices bear no relation to the cost
of production, demand or time of use.

The very power the utilities once owned and controlled is now sold on the whole-
sale market to meet virtually the same demand. Spot market wholesale trading
should be used to meet electricity demand on the margin only as part of a mix of
resources relied on to meet requirements. Bul%thig in California’s deregulation

re

experiment limited reliance on the spot ma eet any demand, including base-
load. California is now moving to permanen its exposure to the wholesale
markets.

I believe policy-makers at the time sh
to authorizing the divestiture of natixe tion. It may have been appropriate
to authorize divestiture of some a ility generating facilities to improve
the development of a workably itive wholesale market and the Power Ex-
change. However, losing the b¢
nia’s energy requirements in

taken a more measured approach

khort time period significantly diminished Cali-
fornia’s ability to minimize prigs vglatility during the uncertain transition period.
California’s PUC, Legislature, and Governor Davis are all in agreement that no fur-
ther divestitures should be authorized given the current dysfunctional market.

Retreat from Integrated Resource Planning

Throughout the 1980s and 1990s, the California Energy Commission and the PUC
conducted a joint integrated resource planning process. Future resource needs were
forecasted and a mix of demand side management, generation, and spot purchases
identified to meet those needs. In 1992 this process resulted in a finding by the PUC
that 1,300 MW additional generation should be procured from Qualifying Facilites
(QFs) through an auction. After receiving bids to provide power it regarded too high,
Southern California Edison Company appealed to FERC. Ultimately, FERC found
the Commission’s auction process flawed and the utilities settled outstanding
claims. No additional power was procured through that process, and the PUC deter-
mined not to incorporate a state resource planning component into the adopted de-
regulation experiment.

This retreat from integrated resource planning in California aggravated the prob-
lems that stemmed from market uncertainty. The state ignored its energy efficiency
building standards during the building boom of the mid-1990s and discouraged the
construction of cost-of-service power plants, all in the hope that unregulated inves-
tors would build sufficient new generation capacity for predicted future needs. No
warning signals were built into the deregulation experiment which provided policy-
makers with adequate warning that the market was not providing sufficient new
capacity.

The Promise of “Customer Choice”

The deregulation experiment also held out the promise that all customers would
be able to choose their energy provider. But in reality, this promise was a false
choice.

Direct access sellers, or energy service providers, set up shop in California and
solicited customers, but were not assigned a duty to serve customers comparable to
the obligation traditional utilities bear. These providers never penetrated the mar-
ket to any significant extent. At the first sign of trouble in the market, these pro-
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viders closed their doors and returned customers to the regulated utilities. The pros-
pect of choosing your energy provider provided little more than a rationale for the
unbundling of the distribution utility.

Corrective Actions

As T said before, I regard provision of electricity as an essential service. Policy-
makers concerned about economic stability should assure a reliable, reasonably
priced supply of this essential service. The state and the Federal Energy Regulatory
Commission have the responsibility and jurisdiction to take corrective actions when,
as today, reliability or reasonable prices are compromised. We are taking those ac-
tions in California.

Unfortunately, FERC has not exercised its authority under the Federal Power Act
to protect consumers from unreasonable rates. FERC recognized last year that the
market was dysfunctional, and that the wholesale rates being charged were unrea-
sonable. In spite of FERC’s inaction, California’s policymakers are working together
to restore reliability and price stability to the market.

Again, thank you for opportunity to come before you this morning.

California Actions under Governor Davis

» California has dramatically streamlined powerplant permitting and accelerated
power plant construction and put a halt to further divestiture of cost-of-service
utility generating facilities.

* We have ratcheted up conservation and energy efficiency efforts, spending billions
of tax dollars and incentivizing billions more in private investment in genera-
tion and energy efficiency.

* v We have streamlined interconnection of disfsbuted generation and proposed leg-
islation to remove barriers to bringing %renewable distributed genera-
tion on line.

* We are prosecuting anti-competitive be generators and marketers.

* We (the PUC) has expanded utility h nd forward contracting authority.

* We have provided rate relief to SD @omers and suspended penalties to in-
terruptible customers experiencing extragrdinarily frequent interruptions.

* We are promoting reliabilis ting generating facilities that are experi-
encing unplanned outagé
* We (the PUC) has worked t continuing utility financial integrity.

Mr. BARTON. Thank you for that statement. Mr. Doyle would like
to introduce our next witness.

Mr. DoYLE. I want to thank Chairman Barton for extending the
courtesy to introduce a fellow resident of Pennsylvania, John
Quain, Chairman of the Pennsylvania Public Utilities Commission.
I am pleased not only that Chairman Barton included Pennsyl-
vania as part of our discussion about electricity deregulation, but
that the expertise of Chairman Quain was sought out. I am sure
we will all learn a lot due to his contribution to today’s pro-
ceedings.

Chairman Quain was named Chairman of the PUC Pennsylvania
in 1995. Prior to his appointment to the Commission he was a
managing partner in the law firm of Tucker Arensburg. At the re-
quest of Governor Ridge, Chairman Quain facilitated the develop-
ment of consensus legislation in the electric and gas industries that
led to the introduction of customer choice and utility competition
in Pennsylvania.

He is well known for his role in the development and implemen-
tation of Pennsylvania’s Electric Generation Customer Choice and
Competition Act.

Chairman Quain currently serves on both the National Advisory
Counsel to the Gas Research Institute and the National Advisory
Committee to the Gas Industry Standards Board.

Welcome, Chairman Quain.
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Mr. BARTON. Welcome. We will put your statement in the
record in its entirety. Mr. Wood took a little more than 8 minutes,
and we will give you at least 8 minutes.

STATEMENT OF JOHN M. QUAIN

Mr. QUAIN. I will not take 8 minutes. I will not read my state-
ment. It is not my custom to do it. You have my statement and I
know that you have read it. We have talked ahead of time.

Congressman Doyle, thank you for those kind remarks.

We entered into this journey of deregulation back in 1995, late
1995, and the Commission at that time held a hearing to determine
whether electric generation, as distinguished from transmission
and distribution, ought to be deregulated.

With the conclusion of our investigation, I had the privilege of
sitting down with Governor Ridge in July 1996. Pennsylvania’s
rates were about 15 percent above the national average. That was
making us noncompetitive for jobs in the national economy, non-
competitive for manufacturing in the national economy.

But we also had at that time an industry in the electricity mar-
ket that was safe and reliable, so our challenge was to bring down
rates without sacrificing either safety qx reliability.

As Congressman Doyle indicate Governor asked me to con-
vene a stakeholder group. We decided,\with the good will of our
General Assembly, not to follow n al legislative process, but
because we were dealing wit mental human needs com-
modity, we had to get the detdils t. This is a complex area, as
everyone has recognize

re a lot of moving parts all going
at the same time.

So we put together a sus group, a stakeholder group, con-
sisting of 50 different inte s sitting around the table; not 50 peo-
ple, 50 different interests. We actually negotiated every single
phrase in the entire dereg bill.

At the conclusion of many months—actually not many months,
many hours, over a 3-month period of time—we had a consensus
piece of legislation where every stakeholder, save one, the environ-
mental community, who we disagreed with because they wanted
portfolio requirement, and our goal was to bring prices down—the
entire stakeholder group either did not oppose or supported the de-
regulation bill.

At that table were low income advocates, consumer advocates,
large industrial customers, independent power producers, Senators,
Representatives, members from the Governor’s office, electric utili-
ties, and the like.

We all moved to the General Assembly. In one night, without
amendment, our bill passed. But that was only the beginning of the
challenge. We then had to implement it. What our bill provides is
for the Public Utility Commission in Pennsylvania actually to im-
plement it.

When we went through the stranded investment issue, as you
can expect, with about $18 billion at issue, we had significant dis-
agreements. As we issued eight separate orders, we followed the
same process. For all orders or appeals, we brought back all par-
ticipants, all litigants, and actually sat down and settled eight in
a row. So today in Pennsylvania, there is not a single issue on ap-
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peal, either on the legislation or with regard to the eight separate
implementation orders for investment rate caps and the like.

As Congressman Doyle said, our goal was to bring down our
rates from 15 percent above the national average. Today they are
4.4 percent below.

The news does not stop there. We had over the first 3 years
about $3 billion in savings to all classes of customers, not simply
large industrial customers. In 1999, the Philadelphia School Dis-
trict alone saved $3.6 million. This year the Commonwealth of
Pennsylvania saved $3.1 million. Residential consumers saved
somewhere between 10 and 15 percent on a regular basis.

The good news continues. We have seen a growth in projected job
growth, about 36,000 jobs by the year 2004, just as a result of de-
regulation. We have set the marketplace in action which actually
encourages new generation to be built within our grid, the PJM
interchange. Today about 15,000 megawatts, or about 25 percent
increase in generation, is being proposed to be built in the grid over
the next 5 years.

We cannot escape the laws of supply and demand. They are nec-
essary to the economy and necessary for a competitive market to
work. But my message to this committge today, Mr. Chairman and

members of the Committee, is com n can work. It is good, be-
cause I don’t care what kind of regedatoryou are, either soft or the
most strident, there is simply n itute for good old-fashioned
American competltlon if you get damentals right.

Our challenge now is to coxtinu at effort. We work on deregu-
lation literally every d f"‘ ve over the last 4 years, and we
will continue for the f&r e’ future, because we are managing
this transition from m » to competltlon It cannot happen
overnight, but it can and dves provide benefits.

Thank you, Mr. Chairman. I look forward to the questions.

[The prepared statement of John M. Quain follows:]

PREPARED STATEMENT OF JOHN M. QUAIN, CHAIRMAN, PENNSYLVANIA PUBLIC
UTILITY COMMISSION

Mr. Chairman, members of the Committee, good morning. Thank you for your
kind invitation to appear before you. In the time available to me, I would like to
summarize for you the Pennsylvania experience with electricity deregulation. Penn-
sylvania’s story has been a success story.

e As of October 1, 2000, more than 550,000 customers in Pennsylvania were pur-
chasing their power from a competitive supplier.

» Customers across Pennsylvania have saved nearly $3 billion since the beginning
of electric choice in 1997.

» It is anticipated that 36,000 new jobs will be created in Pennsylvania as a result
of competition by the end of 2004.

» Approximately 15,000 megawatts (MWs) of generation are projected to come on-
line in the Pennsylvania-New Jersey-Maryland Interconnection (PJM) in the
next five years.! That represents a 25% increase in regional generation.

When Pennsylvania began electricity competition in 1997, rates were, on average,
15% higher than elsewhere in the United States. Today, Pennsylvanians pay rates,
on average, 4.4% lower than elsewhere in the United States. One of the questions
that has repeatedly come up in the past weeks and months

is whether the situation now prevailing in the California electric industry will
happen in Pennsylvania? I assure you that so long as Pennsylvania continues on
its present course, it will not.

1If all proposed projects are included, this total could be as high as 46,000 MWs. Many addi-
tional projects beyond the 15,000 MWs previously referenced are only proposals, however.
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The reliability of our electric system is sound. Retail competition works. Well
thought out, collaborative industry restructuring as embodied in the Electric Com-
petition Act passed by the Pennsylvania General Assembly, has assured the mainte-
nance of system reliability and the viability of customer choice.

In preparing my comments for today, I was asked to outline a comparison and
contrast of the situations in Pennsylvania versus California.

Both programs tried to reach the same goal of customer choice and electric gen-
eration competition. However, there are many differences between our two restruc-
turing efforts and the consequences of those efforts. Following are some of the most
fundamental differences:

* Pennsylvania’s restructuring law and its implementation were based on collabo-
rative efforts by all participants.

e Pennsylvania started competition with a generation surplus and an adequate, re-
liable transmission infrastructure, conditions that prevail to this day. Pennsyl-
vania is a net exporter of power.

e PJM, which serves approximately 9.5 million customers, has 57,000 MW of in-
stalled capacity whereas CAL-ISO, which serves approximately 10 million cus-
tomers has 45,000 MW of installed capacity.

* Pennsylvania is the second largest producer of electricity in the US.

¢ The growth of demand in Pennsylvania over the next five years has been pro-
jected at 4%, while PJM regional demand growth is projected at 10%. During
the same time period, a conservative estimate is that generation is expected to
increase by 25% or 15,000 MW.

e Generation within PJM is based primarily on coal fired units and nuclear units.
California’s generation is based to a large extent on natural gas and hydro-
power imported from the Pacific Northwesf. High natural gas costs and falling
water supplies have both impacted the f electricity in California.

* Pennsylvania’s utilities have the option their generation in an affil-
iate company or of selling that generati

Pennsylvania’s restructuring program

AN development of competition has

% careful monitoring by the Gov-
ernor’s Office, the State General Asseg, b er51ght committees, the Public Utility
Commission, the Office of Consu dv e, the Office of Small Business Advo-
cate, and by the active parmc patied 11 part1es with a stake in the evolution of
must maintain the delicate balance that
v01d1ng government indifference. We want re-
markets to work. To achieve those goals, we

prevents government intrusio
liability maintained. We want
know that we must be vigilant.

We also understand that while the majority of electricity generation in PJM is
coal or nuclear, natural gas does provide 15-20% of peak load, and that the new gen-
eration proposed for PJM is almost entirely gas-fired. While our Commission does
not have jurisdiction over generator siting or fuel portfolio choices, we are encour-
aged that the PJM ISO is now considering the long-term impact of fuel choice on
proposed generation.

In conclusion, Pennsylvania’s utility industry is strong. Our customer choice pro-
grams have been a success and are rightly recognized, nationally and even inter-
nationally, as models. Through the collaborative process, considered legislation,
careful implementation and ongoing stewardship, I am confident that we have
avoided and will continue to avoid many of the problems that have beset other
states.

I thank you for your attention, and I look forward to your questions.

Mr. BARTON. Thank you, Chairman.

I would like to yield to Congressman Sawyer to introduce our
next witness.

Mr. SAWYER. Thank you very much, Mr. Chairman. Ted Strick-
land and I tossed the coin and I won.

It is a pleasure to welcome Alan Schriber to this panel. He has
served as chairman of the Public Utilities Commission of Ohio
since 1999, when he was appointed by Governor Bob Taft. It has
been an extraordinary time in the very long history of that institu-
tional asset in the State of Ohio.

He also served as a commissioner from 1983 to 1989 under Gov-
ernor Dick Celeste. He brings a number of assets to his work, but
they include a B.S. In economics from the University of Wisconsin
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at Madison in 1967, an M.S. In economics at Miami University in
1972, and his doctorate in economics at Indiana University, Bloom-
ington, in 1976.

I would mention, just as an aside, that Chairman Schriber also
serves as the chairman of the Ohio Power Siting Board. It is a crit-
ical component in the process that Ohio is taking to site new power
generation, and I might add, transmission, to prevent the situation
that occurred in California from occurring in Ohio, and to do it in
a way that is compatible with environmental and public needs and
concerns. I am happy to welcome him to our panel today.

Mr. BARTON. Mr. Chairman, your statement is in the record in
its entirety. We will give you 8 minutes also, and if you need a lit-
tle more, a little less, that is fine.

STATEMENT OF ALAN R. SCHRIBER

Mr. SCHRIBER. Thank you very much, Chairman Barton.

Mr. Chairman, members of the Committee, thank you, and the
kind words of Congressman Strickland and Congressman Sawyer.
That is all I needed was a little more pressure to perform. But I
do appreciate it very much.

I am going to take a little bit of a
cause I think what we want to p
to pursue, for the benefit of thedCSo
learned from the experience of 1 ia. It is not my mission
today to go into a post-morte went wrong. I think we are
all pretty much aware of m ofthe circumstances that led that
State to where it is. Of would be happy to answer ques-
tions about that later.

I think above all else f us in States that have been under-
going restructuring, and ours is very recent, we are 6 weeks into
it, bear a very heavy responsibility. We have talked about what one
State may have done wrong and what other States may have done
right. I am not absolutely convinced, and I don’t think any of us
can be convinced, that what we have done in Ohio, just because it
is significantly different from what was done in California, is right,
but we hope it is.

I think that brings us to a virtually sacred obligation to be vigi-
lant. Among other things, as time goes on, we have to be very care-
ful. We have to look for early warning signs. We have to be aware
of what the market is doing. We have to have capabilities of moni-
toring the market.

Yes, we all get phone calls of prices have gone this way and that
way, and we get lots of consumer complaints. We are alerted to the
fact, and we know quite well, that natural gas prices are high, and
electricity marketers may be offering different rates at different
times.

But equally important and probably more difficult is to monitor
the supply side of the market. There are, of course, two sides of
this market. When we look at the supply side of the market, again,
we are looking for early warning signals of what might go wrong.

Without going into a great amount of detail, for example, the re-
lationship between retail prices and wholesale prices, it is a good
signal. Can we monitor loop flows across grids? Can we determine
whether there is congestion? Can we determine reliability? Can we

ifferent tack here today, be-
at least what I would like
ittee, is what we have
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determine whether or not our ancillary services that accompany
the generation of electricity and the flow of electricity—can we
keep on top of that?

Any combination of these activities could lead us to be very, very
concerned where we are going. If that concern does come to fru-
ition, what do we do?

I think each commission, and I think we have the support—I am
happy to say that I believe we have the support of the legislature
and the Governor’s office to really step in when we need to. We
need the ability, and we have the ability in our code—we have lots
of laws. With the bill that is set up, it gave the Commission the
ability to implement our restructuring law, gave the Commission
the right, the obligation to step in if need be and take dramatic ac-
tion where need be. We should not hesitate to do that if we get the
wrong signals from the markets, because we do believe that we
geed to cut anything off at the pass that could be deleterious to our

tate.

I would also note that the supply of electricity is obviously para-
mount in everyone’s mind. Ohio does have a Power Siting Board,
which I chair. Our Power Siting Board, I can’t say that every State
does, I know a lot of States do not e power siting boards. We
have a Power Siting Board with a authority. Not only do we
just site the facilities for “public t1 as defined in the law,
but we also site generators, mer nerators who would other-
wise not be considered public utili interstate transmission lines
we site, natural gas pipelinesgian like.

I am happy to say t e last couple of years, in the last
2 years, since—the 1 ars, since 1998, we have approved
6,000 megawatts to date>

Between last year, the year 2000, and this year, 2001, we will
have 2,560 brand new megawatts of electricity on board. We have
before us, before the siting board, another 8,000 megawatts pend-
ing. These are applications pending before us.

Now, clearly much of that is coal, or rather, natural gas. I am
prepared to tell you that we would love nothing more than to enter-
tain some good baseload coal-burning power plants in Ohio. We be-
lieve that there is the technology, the clean coal technology at
hand. We believe that Ohio, of course, does have the natural re-
source, and we believe that the baseload coal plants are a necessity
because we know that natural gas is going to be used everywhere,
in every manner, and that will do nothing to enhance the price of
natural gas.

Finally, I need to point out that in my prior iteration as a com-
missioner, demand side management seemed to have been a catch-
word that really did catch on at the time. It seemed to have gotten
away from us. I think it is something that desperately needs to be
revisited.

We do need to look at the demand side. We need to look at con-
servation. Conservation is accomplished not just through the incen-
tives that are provoked through high prices, but I think we as a
government have an obligation to incent and to push very hard for
demand side considerations.

With that, I will conclude mine and look forward also to further
questions.
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[The prepared statement of Alan R. Schriber follows:]

PREPARED STATEMENT OF ALAN R. SCHRIBER, CHAIRMAN, PUBLIC UTILITIES
COMMISSION OF OHIO

SUMMARY

The purpose of the testimony is not to reconstruct the economic disaster that be-
fell the State of California, but rather to illustrate that there is something that we
all can take with us as we meander down the same electric restructuring trail.

Nevertheless, it is difficult to ignore some of the missteps that California took be-
cause they are at the very essence of the challenges that all states have—or might—
take.

In-so-far as the supply of electricity seems to be at the top of the list as an expe-
dited remedy, it helps to have an effective power siting authority. In Ohio, such a
board exists to expedite the certification of new power plants and has met with a
significant amount of success to date.

While having a substantial amount of generation to serve native load is vital,
greater comfort—as well as competition—can only come to fruition with a smooth,
efficient transmission system that allows power to move across regions. Unfortu-
nateily, the very significant economic issues that govern such a process is not yet
in place.

Even with what we think of as an “optimum” restructuring plan, it is imperative
that we remain vigilant to any warning signals of impending problems. This in-
volves the utilization of both manpower and data committed to the market moni-
toring process. With the support of the legislature in electric restructuring, as well
as exiting broad authority, it is imperative .t the regulatory body step in deci-
sively and quickly to foreclose any potential both the public and the utilities
dedicated to serve it.

INTRH

Mr. Chairman, Members of the Cgfimi my name is Dr. Alan R. Schriber. I
am the Chairman of the Ohig Pubkgs Utilities Commission and the Ohio Power
Siting Board and am here toda ss our views. I would also respectfully re-
quest that my written state ens luded in today’s hearing record.

The Ohio Public Utilities Cox gfon is charged with the duty of regulating the
retail rates and services of eled{¥j¢; gas, water and telephone utilities operating
within our jurisdiction. We have the obligation under State law to assure the estab-
lishment and maintenance of such energy utility services as may be required by the
public convenience and necessity, and to ensure that such services are provided at
rates and conditions which are just, reasonable and nondiscriminatory for all con-
sumers.

I greatly appreciate the opportunity to appear on behalf of the Ohio Public Utili-
ties Commission before the House Energy and Power Subcommittee. I would also
like to commend the Chairman for holding this hearing to examine the issues re-
garding the problems being faced by the State of California and the efforts of the
State of Ohio to avoid a similar crisis as it implements competitive retail electric
service.

WHY OHIO IS DIFFERENT THAN CALIFORNIA

At the outset it’s important to note that my testimony is not intended as a post-
mortem on what went wrong in the state of California. I have attended numerous
conferences and have read many articles, as you too undoubtedly have, that have
told us about the catastrophic events that befell the State of California. Neverthe-
less it’s illustrative to contrast some of the more pertinent components of Califor-
nia’s experience to those of our own state in order that we avoid the same outcome.

Ohio for example, did not force dissolution of generation by its utilities. This led
us to impose retail price caps through a market development period with the knowl-
edge and comfort that wholesale prices are not so critical; Ohio Utilities are capable
of fulfilling native load demands with their own generation. There is a down side
to this, however, in so far as it represents an opportunity cost to the utility compa-
nies who would otherwise be selling off-system into a more lucrative market. Addi-
tionally, as wholesale prices rise, competition is thwarted even though the Ohio
Commission has the statutory authority to incent “shopping” through the imposition
of shopping credits.

Finally Ohio has a very aggressive power siting board that I also chair, as well
as a transmission system which, while far from perfect, is nevertheless superior to
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that in the western states. Ohio is in no great hurry; we are willing to learn as we
go. This is precisely why we have a true market development period of up to five
years in most cases; a period during which we believe the transition to a truly com-
petitive generation market can be achieved. Nevertheless, as discussed further on,
we need to be alert to system discrepancies and failures. The Ohio Commission has
been endowed with broad authority to impose fixes wherever necessary, actions that
we will not hesitate to take if need be.

Much of this authority has been conferred upon us by Ohio’s state legislature
through the passage of electric restructuring legislation (S.B. 3) in 1999.

OHIO’S RESTRUCTURING LEGISLATION

Ohio’s experience in restructuring our electric utility marketplace has been one
in which legislative and regulatory leaders have sought to learn from the experi-
ences of others. Our state analyzed legislation, policies, and practices from a variety
of states and watched closely as market began to unfold; first in California, and
later in other states like Massachusetts and Pennsylvania. This information was
carefully digested and used to craft what we believe to be an effective electric energy
policy.

Ohio’s restructuring legislation, (SB 3) established a policy for the state to begin
co(rinpeftitive retail electric service on January 1, 2001. Among other things, it pro-
vides for:

* The availability of adequate, reliable, safe, efficient, nondiscriminatory and rea-
sonably priced retail electric service,

¢ The availability of comparable price, terms, conditions, and quality options for
election by the consumers to meet their needs,

 Diversity of supplies and suppliers, includs
tributed generation and small generati

* Innovation and market access for cost-e
electric service,

e And finally, ensuring electric retail s hsumers protection against unrea-
sonable sales practices, market cie , and market power.

These policies serve as the corne ne the state’s restructured electric mar-
ketplace and are important gyige the future of our restructured market.

couraging the development of dis-
cilikies,
iveNsdpply- and demand-side retail

ER SITING

The Ohio Power Siting Board was originally created in 1972 and consists of the
following members: the Chairman of the PUCO, who also serves as Chairman of the
Board; the Director of Environmental Protection; the Director of Health; the Direc-
tor of Development; the Director of Agriculture; the Director of Natural Resources;
and an engineer representing the public who is appointed by the Governor from a
list of three engineers provided by the Ohio Consumers’ Counsel. In addition, the
Board includes four legislative members who serve in a non-voting capacity.

The Ohio Power Siting Board reviews, evaluates and approves the siting of
“major” electric generating plants and major electric or natural gas transmission
lines. The definition of a major utility facility is a generating plant of 50 megawatts
or more, an electric transmission line of 125 kilovolts or more, and a gas or natural
gas transmission line capable of transporting gas at more than 125 pounds per
square inch of pressure. In order to receive approval as a major utility, an entity
must apply for and obtain a certificate of environmental compatibility and public
need. Issuance of the certificate depends on the need for the facility and the mini-
mization of potential environmental harm.

An advantage to this process is its jurisdictional trigger. While many states have
a siting process their authority applies only if a “public utility” is building a facility.
In Ohio, our authority is dictated by the size of the facility, regardless of who is
the builder. Therefore, new entrants and independent power producers can take ad-
vantage of our streamlined process, just as a traditional utility can.

The Board has several statutory criteria that must be met prior to the issuance
of a certificate. Those criteria include: the need for the facility; the probable environ-
mental impact of the proposed facility; whether the facility represents the minimum
adverse environmental impact considering the technology that is available and the
nature and economics of the various alternatives; that the facility is consistent with
regional plans for expansion of the electric power grid of the electric systems serving
Ohio and interconnected systems, and that the facility will serve the interest of elec-
tric system economy and reliability; the facility will comply with all air and water
pollution control and solid waste disposal laws and regulation; the facility will serve
the public interest, convenience and necessity; the facility’s impact on agricultural
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lands; and, that the facility incorporates maximum feasible water conservation prac-
tices.

Ohio has a very efficient and effective siting process that has invited new entrants
into the market. The process provides for public participation, both formal and infor-
mal, affords legal and technical scrutiny and still commands timely decision making.
Having a due process that invites public participation has enabled development in
our state. Other states do not have processes that are as streamlined as Ohio’s. Con-
sequently, delays and slow progress toward siting new facilities has been a problem.

Ohio has also encouraged a healthy portfolio mix. Many states are only building
gas-fired peaking units. Although a majority of the generation capacity additions in
Ohio have been gas fired peakers we also had some gas-fired base load plants, a
coal gasification (high sulfur coal and municipal waste) plant under consideration,
and a compressed air storage facility. In addition, one of the largest biomass plants
in the country utilizing 100% waste wood fuel, and some coal base load units have
also been discussed as potential additions.

INTERSTATE TRANSMISSION: REGIONAL TRANSMISSION ORGANIZATIONS (RTOS)

While Ohio is comfortable with expected electric generation and transmission ad-
ditions, it is difficult to know what will happen with the market. A state cannot af-
ford to waste valuable and scarce resources as well as limited sites. Consequently,
regional needs must be determined (i.e. transmission vs. generation; base load vs.
peaker, coal/nuclear vs. gas-fired, biomass and or distributed generation opportuni-
ties) and only an integrated regional strategy will accomplish this.

While additional generation capacity will go a long way toward helping to foster
a competitive market in the Midwest, we do have our problems. The development

of a much-needed regional transmission syste s been extremely slow.

Thus far, the Federal Energy Regulator: ission (FERC) has relied totally
upon a voluntary approach to the develop t regional transmission entity.
Under this approach, utilities would be allo to n over control of transmission
facilities and functions to a third party. nely entity would then be allowed to
run the combined system as one regiona ission unit. Although the FERC has
laid out requirements and guidelinegfor ormation of such an entity, their ef-

forts thus far have been insuffi
ance on this matter.
States like Ohio continue

d have failed to provide the necessary guid-

9 the FERC for an action agenda that simply
has not materialized. We beliegg thay FERC must become more engaged, although
we recognize that they are currexnt]¥ operating below their statutory compliment of
members. However, more should and could be done. Because this has not been the
case, numerous states in the Midwest have banded together to create initiatives
that would facilitate the solutions to these problems and begin to move electricity
throughout our region.

Until such efforts can come into fruition, a number of barriers to transmission re-
main. For instance within the state of Ohio three separate entities are seeking to
develop regional transmission organizations (Midwest Independent System Oper-
ator, Alliance Regional Transmission Entity and PJM-West). With three different
entities pursuing their own structure and system, “seams” that inhibit the flow of
electricity and market choices for Ohioans are likely to develop. We are very con-
cerned about the development of such “seams” both in Ohio and in our region.

Our markets for electricity are becoming more regional in their scope and effect
with the onset of retail competition. Concurrent with this change has been increas-
ing discussion and contemplation regarding the issue of jurisdiction over trans-
mission facilities and pricing. With the growth of retail competition has come an ex-
pectation that states will surrender jurisdiction over retail transmission. This has
caused much concern in states where competition has been implemented as well as
those that have opted for the status quo.

Historically, states have had the authority to site facilities. They possess the
unique local knowledge and skills essential to ensure the timely development of new
facilities. Furthermore, they are in the best position to work with their regional
neighbors to effectively and efficiently implement facilities that will avoid everyday
local problems. State and local officials are also the first line of contact when con-
stituents have problems or concerns related to these proposals.

EARLY WARNING SIGNS

How does a regulator or a legislator detect problems in the marketplace and what
are the early warning signs that indicate a problem exists? This is not an easy ques-
tion to answer but it is vital to the operation of the industry in a competitive utility
marketplace.
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A wide-variety of market concentration indicators can be employed to measure
and calculate what is happening in the market. Every day accountants, economists
and other industry experts employ a variety of tools such as indexes and empirical
or econometric analyses to extract and calculate the health of emerging electric mar-
kets. Comparisons using statistical analysis are conducted to determine what condi-
tions exist and where future problems may arise. Complex models are even being
developed to simulate future problems and potential solutions. However, as utility
markets become more competitive and these industries move further from the over-
sight and regulation of utility commissions, the ability to obtain this data becomes
increasingly difficult.

Regulatory commissions that once depended upon data requests and subpoenas to
obtain information are finding that they must utilize market data and various other
sources to obtain information. Consequently, it becomes essential that a more di-
verse stable of market indicators be employed. These include the constant, real-time
monitoring of prices and commodity trading taking place in the marketplace as well
as a host of other techniques that seek to obtain information in as rapid a manner
as possible.

Another important function involves the development of comprehensive systems
to monitor and track the flow of electricity over regional transmission systems. If
early warning programs are implemented to identify and correct constraints and
bottlenecks future problems can be averted in advance.

Furthermore, states must look closely at both current and future supplies as they
relate to current and future demand. More than ever, states must be proactive in
the siting of new generation facilities and not simply react when supplies get low.
Staying ahead of the curve will be essential to avoiding problems.

Other early warning signs will come from co ers themselves. In the past, util-
ities were regulated on the front end and s were avoided through burden-
some regulatory proceedings. Today, these)regu y proceedings have been re-
placed by restructured, streamlined systems\Sonséquently, states are now faced
with reacting to problems that arise la the process and must solve them in
an efficient manner. By monitoring h / number and range of complaints
being lodged with public utilities corp¥fiiss , states can obtain a snapshot of what
is happening in the marketp ‘ ilize this information to determine and cor-

rect potential problems.

“ﬂ"o)
up best in their 1999 Market !g;

The National Regulatory stitute sums the issue of early warning signs

of Public Utilities paper. They write:
“Organizationally, commissiong” can use the consumer complaint function, not
only to resolve individual complaints, but also to detect patterns of internal
market failure and market misconduct. At the same time, a market perform-
ance division would examine market structure issues. By examining such indus-
try-specific information together, a commission can conduct a more complete
and dynamic market analysis that identifies industry-specific problems. Once
identified, the commission can address these problems and set policies that pro-
mote meaningful customer choice...”

In the end, states must make every effort possible to proactively address problems
in the most effective and efficient manner possible. New skills, technology and tech-
niques will be valuable assets for monitoring the developing market to ensure that
competition develops.

POWERS OF THE OHIO COMMISSION TO “STEP IN:”

To preclude a reoccurrence of what happened in California, states need to have
the ability to move as expeditiously as possible to address potential problems. Ohio’s
electric restructuring legislation (S.B. 3), as well as other statutory requirements
recognize this important fact.

S.B. 3 provides consumer protection by overseeing electric utility restructuring
while at the same time providing shopping opportunities to all customer classes.
Among other things, PUCO jurisdiction over electric utility companies and competi-
tive retail electric service providers includes the following:

e Commission authority to monitor retail electric competition in the state and, if the
Commission determines that there is a decline or loss of effective competition
of a declared competitive service, the Commission shall ensure that that service
is provided at compensatory, fair, and nondiscriminatory prices and terms and
conditions

e Further, if the Commission finds that an electric utility has engaged in abuse of
market power, the Commission, after an opportunity for hearing, may take such
measures within a transmission constrained area in the utility’s certified terri-
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tory as are necessary to ensure that retail electric generation service is provided
at reasonable rates within that area.

¢ Competitive and noncompetitive retail electric services are subject to State au-
thority regarding energy emergencies.

e The Commission has the authority to suspend or rescind certification of competi-
tive retail electric service (CRES) providers for anti-competitive, unfair, or un-
conscionable practices.

e Complaints can be filed, or the Commission can initiate an investigation, con-
cerning the electric utility’s or CRES provider’s compliance with Commission
rules or Ohio laws.

* The Commission has the jurisdiction to determine if the electric utility is in com-
pliance with its electric restructuring plan.

* An electric utility’s Market Development Period (MDP) can not end sooner than
12/31/05 unless the utility files a request for early determination of the MDP
upon a showing that effective competition exists or 20% of a customer load class
has switched. Requires Commission approval.

In addition to the powers granted under Ohio’s electric restructuring legislation,
the Ohio Commission has a number of other important roles under the laws of the
state. For instance, the Commission has general supervision over all public utilities
within its jurisdiction. The Commission may examine such public utilities as to their
general condition, capitalization, franchises, and as to the manner in which their
properties are leased, operated and managed.

The Commission has rules that define various foreseen types and levels of energy
emergency conditions for critical shortages or interruptions in the supply of certain
utility services, including electricity. The Governor also has the power to take var-
ious actions to alleviate the shortage or interruption of utility services.

Furthermore, when the Commission deemas ecessary to prevent injury to the
business or interests of the public or to an ‘- 3 tility in case of emergency. The
e consent of the public utility
the Commission apply to one or

concerned, suspend any existing rate. R
more public utilities in the state and re
prescribes.

Finally, the Commission has juri ion to conduct complaint proceedings against

a public utility as to any matiérafioe the rates, charges or the service provided
by the that utility. Q
DEMAND-SIDE MA v MENT AND ENERGY EFFICIENCY

I would be remiss if I did not mention the importance of the 1980’s watchword,
“demand-side management.” In Ohio, the framers of S.B. 3 included a provision for
an Energy Efficiency Revolving Loan Fund, to be included in all customer class
rates as a temporary non-bypassable wires charge on distribution service. It is ad-
ministered by the Director of the Ohio Department of Development, after consulta-
tion with a newly created Public Benefits Advisory Board. The moneys in the revolv-
ing loan fund are to be used for financial assistance for investments in products,
technologies or services, including energy efficiency for low-income housing, and for
residential, small commercial, small industrial/business, local government, edu-
cational institutions or agricultural customers. (Section 4928.61 and 4928.62, Re-
vised Code)

In addition, S.B. 3 also continued the work of the Department of Development in
its energy efficiency and weatherization programs targeted for the high energy cost,
high-volume use structures occupied by low-income customers eligible for participa-
tion in Ohio’s energy assistance “percentage of income payment plan” program. The
goal of this low-income energy efficiency and weatherization program is to reduce
the energy bills of the occupants. Participants must meet Federal low-income guide-
lines and is funded by a State Universal Service Fund rider established as a non-
bypassable wires charge on electric distribution service.

CONCLUSION

We have come a long way since California took the first bold steps to open their
retail market to competition. Many lessons have been learned but much hard work
remains. States must be vigilant in monitoring their markets, protecting the inter-
ests of their constituents and working cooperatively to ensure that competition is
successful. With that in mind, I would again like to thank you for the opportunity
to testify before you today and would be happy to answer any questions you might
have.

Mr. BARTON. Thank you, Mr. Chairman.
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We now want to hear from Mike Travieso. He is the People’s
Counsel for the State of Maryland. He is also the Secretary for the
National Association of State Utility Consumer Advocates, on
whose behalf he is testifying today. Congressman Wynn of your
State was very helpful in allowing and helping us communicate
with you to get your attendance. We welcome you here.

STATEMENT OF MICHAEL J. TRAVIESO

Mr. TRAVIESO. Thank you very much, Chairman Barton, Con-
gressman Boucher, Congressman Wynn, members of the com-
mittee. I am Mike Travieso.

Mr. BARTON. Mr. Wynn, would you like to further introduce Mr.
Travieso?

Mr. WyNN. Thank you, Mr. Chairman. I am anxious to hear his
testimony. Thank you for coming.

I want to make the comment that Maryland has a very thought-
ful and successful experience with deregulation. I think he will add
greatly to our storehouse of knowledge. With that, thank you for
coming.

Mr. TRAVIESO. Thank you very much.

I am Mike Travieso. I am here on hghalf of NASUCA. I am not
from the great State of Pennsylv@praj but I am from the great
State of Maryland.

We have had a similar experie@ ennsylvania in the way we

deregulated. First, I would lik us back a little bit in time
to the 1994-1995 era in Calrn o listen to the promises that

were made then to the ¢1iston of the utilities as to the benefits
of retail competition and 1¥dom of the market structure that
they had set up.

One thing that is important to remember is that this structure
was designed by the participants. The utilities were involved in the
design. The suppliers, the generators, were involved in the design.
But there was very little involvement on behalf of small consumers
and residential customers.

I represent them. My job is to represent all the small consumers
and the residential customers in the State of Maryland. NASUCA
as an organization is made up of 42 agencies like mine whose job
it is to represent small customers and residential customers. So our
perspective I think is a little different than the perspectives that
you may have heard or you may hear from the next panel.

Back in 1994-1995, there were promises made to all consumers,
including residential customers, that the rates would go down as
a result of competition. These promises have actually been made in
virtually every State that has deregulated. The theory is that com-
petition will squeeze out inefficiencies and will produce lower
prices; that a competitive market is better than a regulated one in
terms of providing these kinds of benefits.

The two agencies that are members of NASUCA in California,
our agency in northern California and UCAN, our agency in south-
ern California, were opponents of the deregulation bill in 1995, and
they pointed out that there were some serious problems with the
way the market was designed back then.

I guess one message I would have to the members of the com-
mittee is, in your deliberations, please pay attention and give some
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weight to what the consumer advocates are saying, and what they
are saying in connection with policy issues and economic issues, be-
cause we have a tremendous amount of experience. We have con-
sultants and we have done a lot of work. Of course, we have been
the victims of a flawed plan in California.

A little bit on the point of electricity as an essential quantity or
an essential item that is necessary for all residential customers, in
fact, for all businesses. Electricity is a little different than a lot of
other commodities. It has to be looked at a little differently when
you are considering deregulation, because it cannot be stored, be-
cause it is an essential quantity, it is an essential item. Economists
will say that demand is inelastic, so when there are problems with
the supply and demand issues with respect to electricity, the con-
sequences are far more severe because there are fewer opportuni-
ties available to consumers.

We would hope that this committee and Congress in general
would focus on the wholesale markets. Many of the States have al-
ready set in place retail deregulation plans, as has Maryland, and
I think we would agree that the laboratory for those plans and the
experience should be gained at the State level, but we would cer-
tainly urge that Congress consider the best way to deal with the
wholesale market and use some of| xperiences from California
to formulate your policies.

We think there are a number in the design of the Cali-
fornia market. I think Carl S pointed out a number of
them. I would only point to fa at there were some mistakes

made in the estimates of-suyp that would be available to serve
the market, looking to < he future, and would refer again to the
plants that were canceledy tha

constraint, any problem ¥

were just canceled.

t were not built, not because of any
permitting or anything else. They

I would point out, as well, that there was a large overestimation
of the amount of energy that would be saved through demand side
management programs. The planners relied on the utilities to put
these programs in place. They were counted as reducing the de-
mand, but when push came to shove, the utilities discontinued
these programs, and therefore, energy was not conserved, and that
obviously increased the demand.

So there needs to be consideration given to what the actual sup-
ply will be and what the demands will be, and the planners need
to take a very clear look at energy growth and at things like con-
servation.

A major flaw affecting California also was the prevention of the
utilities, for example, from entering into long-term power contracts
which would allow them to meet their retail obligations.

Maryland has price caps, Pennsylvania has price caps, virtually
every State, I think, that has deregulated has retail price caps. The
reason for that is that advocates have asked for them. We don’t
really see necessarily that small customers are going to gain a ben-
efit through electric deregulation. Therefore, most advocates have
urged that prices be stabilized during the transition period, and
also be reduced. This has happened in many States.

I don’t think the flaw in California is that there were price caps.
I think the flaw is that there was a wholesale market that didn’t
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operate properly, and the concept of price signals really would be
inapplicable under those circumstances because sending a retail
customer a 22-cent per kilowatt-hour price signal is not valid, since
22 cents does not represent a valid price.

So I certainly wouldn’t agree with the concept that retail rates
can’t be capped, and the reason for that is that, for example, in
Maryland, we have permitted our utilities to retain their assets
and to enter into long-term contracts, and they have done so. So
they can hedge. They can have 4-year contracts at a price that will
allow them to meet their retail obligations, and we have done that
in Maryland. That is one of the things that we have done.

I would urge the Congress to empower the FERC to do a number
of things that they don’t currently do. The reason for that is that
I think, as I have said before, energy markets, wholesale energy
markets, are a far different animal than lots of other markets.
They lend themselves to market power abuse. I think there is a
substantial amount of evidence that indicates that there was mar-
ket power abuse in California. You have hourly markets and you
have the suppliers with enough information to withhold energy,
withhold their production until the prices go way up, and they can
make more money doing that than they can selling at the hour
prices.

So it is a serious problem. I th
California. We would urge Congr llow FERC

to—not to diminish their re ities, but to—I think we
agree with Chairman Markeye-t e them the authority to deal
with market power abu 3 otect the small consumers against

Ses,H0
price volatility in the w ol alenarket; to take the public interest
into account.

I think markets take pravate interests into account because that
is what they are supposed to do. They have stockholders, and their
obligations are to maximize their profits. But in the electricity busi-
ness, at least from the retail consumer standpoint, there are things
that markets do not necessarily respond to. One of them is con-
servation, demand side management, renewables, low income
issues.

There are a lot of things that are extraneous to markets, and
markets don’t necessarily work with respect to those kinds of
issues.

So our message is to pay attention to the wholesale market, to
give FERC the market monitoring authority that they need, and to
give them authority to require the formation of RTOs, ISOs, and
to own the transmission lines independently; to establish the
boards of these organizations without the interested parties con-
trolling them; and to make sure that there is some benefit some-
how for small customers, and that we don’t end up paying for mis-
takes like we are doing in California and some parts of New York,
and we may well do in other places.

Thank you, Mr. Chairman.

[The prepared statement of Michael J. Travieso follows:]

t is evidence of that in

PREPARED STATEMENT OF MIKE TRAVIESO, PEOPLE’S COUNSEL, STATE OF MARYLAND

My name is Mike Travieso. I am the People’s Counsel of the State of Maryland.
I also serve as Secretary of the National Association of State Utility Consumer Ad-
vocates (NASUCA), on whose behalf I am testifying today.
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NASUCA is an organization of 42 state utility consumer advocate offices from 39
states and the District of Columbia, charged by their respective state statutes with
representing utility consumers before state and federal utility commissions and be-
fore state and federal courts. For the most part, consumer advocates represent resi-
dential and small commercial consumers. As a result, NASUCA members are intri-
cately involved in electric utility restructuring debates in their respective states,
and—through NASUCA—in Washington as well. NASUCA greatly appreciates the
opportunity to testify at this legislative hearing.

I. INTRODUCTION

First, I would like to commend Chairman Barton, the members of the Committee,
and your staffs for your consistent recognition throughout your careful deliberations
that it is the impact of your actions on consumers of electricity that is of paramount
importance. NASUCA truly appreciates your continuing efforts seek out the views
of consumers and consumer representatives. We look forward to continuing to work
with you in developing policies and legislation that benefit all consumers and com-
plement what many states have already chosen to do.

As this Committee proceeds with consideration of restructuring legislation,
NASUCA is confident that you will continue to keep the interests of consumers fore-
most in your mind. Electricity is an essential component of modern life. The actions
taken by this Committee—and ultimately the Congress—will have a profound effect
not only on electric consumers, but on the future of the nation as a whole. There-
fore, NASUCA urges

Congress to adopt those policies and principles that are fair and benefit all elec-
tric consumers. We will have accomplished very little if the end result of our labors

is to bring competitive benefits to only a sm egment of the electricity market,
while rendering basic service less affordab less reliable for all other Ameri-
cans.

I also want to commend you for holding t eanxg specifically on the California
energy crisis. I think we can learn much friends on the West Coast. While
it is interesting to compare and contrag ail schemes in California to other

ant to take the few minutes I have
ets. The fact is that each state retail
plan will differ to accommodz ’\ icular needs of its own, but the need for
a federal role to assure a 10 olodale market remains constant. The reality
is that retail competition w1ll " ss there is a vigorous wholesale market. The
truth is that Congress will and guld have little to say about a state’s retail mar-
ket, but it is ultimately your res onsibility to insure that the wholesale markets
work. They don’t in California, and, for the most part, do on the East Coast within
PJM. However, even the PJM wholesale market has some shortcomings. I would
like to take the next few minutes discussing these and finish with a few suggestions
on what you can do to help.

states such as Maryland or Pennsy
before you today to talk about whale

II. CALIFORNIA

What went wrong in California? By now you may have heard the answer to this
question from a number of other witnesses. Therefore, I will try to be brief and spe-
cific on the problems which NASUCA members in California have identified.

1. California relied on inaccurate estimates of future supply and reserve capacity
in 1996 when it deregulated.

2. California relied on inaccurate projections of demand-side management acquisi-
tions by its investor owned utilities post 1996.

3. California relied on capacity from out-of-state generators which was not under
any contractual obligation to the California market.

4. California required that utilities which had retail price guarantees with their cus-
tomers purchase all of their power from the California Power Exchange. Much
of this power was purchased on the spot market and utilities were either not
allowed or not encouraged to enter into forward, long-term power purchase
agreements to hedge their future retail obligations.

5. The Power Exchange was separated from the California Independent System Op-
erator and the two organizations did not routinely share data. The operation of
the California wholesale market was unnecessary complex and provided an op-
portunity for generators to maximize profit by artificially creating emergency
situations, leading to extraordinary prices.

6. The California PX and ISO were entities created and designed by parties with
vested economic interests. They were brand new in 1998.

7. There was not an efficient, pre-existing wholesale market operating in California
prior to 1996.
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8. California does not have a capacity market.
III. PJM

Could what happened in California happen in Maryland? There are no guarantees
when markets are deregulated but Maryland, as a member of the PJM ISO has the
benefit of a wholesale market that is better designed and operated. Also, the PJM
wholesale market better reflects the results which would occur in a workable com-
petitive market. What are the differences?

1. PJM has been in existence for many years. It is a regional wholesale market and
system which includes Pennsylvania, New Jersey, Maryland, Delaware and the
District of Columbia. It functions as an ISO and power exchange. PJM has con-
trol of the transmission lines; a set of market rules requiring each load serving
entity to have a reserve capacity commitment; an independent board; and it op-
erates both an energy and capacity market.

2. Because the PJM wholesale market is established and stable, it appears to be
gble todattract investment in new generation sufficient to meet expected future

emand.

3. Generators, load serving entities, marketers and retail customers can arrange for
bi-lallseral contracts and do not have to buy power/sell power through the spot
market.

4. PJM has an internal planning process designed to identify market flaws and to
remedy them. Customers are active participants.

5. About 2500 MW’s of new plant is under construction in the PJM region and much
more is waiting PJM evaluation, although there is no guarantee that any of
these units will actually be built.

6. In Maryland, while we have retail price fregzes like in California, the utilities
were able to retain their assets or arrapige long-term power purchase agree-
ments to meet these future obligations.

7. In Maryland, when the price freezes end, \Qustomers who have not switched to
a new provider will not face spot jces. Instead each utility’s load at
that time will be subject to an R so that if the wholesale market is
competitive, suppliers will submi{bid ucing reasonable prices.

IONAL ACTION

ONG

What can Congress do to o%- sumers and to insure that truly competitive
wholesale markets develop? NASUCA believes that the key to future reliability, as
well as to reasonable retail priced,is a vigorously competitive wholesale market. If
the wholesale market is subject to easy manipulation, insufficient market power
monitoring and little or no investigation of market abuses and no strong enforce-
ment actions, the retail market will fail.

Steve Ward, NASUCA President testified last year before the Senate Energy and
Nature Committee on the importance of giving FERC specific authority relating to
market power:

1. The authority to monitor wholesale markets;

2. The aﬁthority to eliminate undue concentrations of market power in any relevant
market;

3. The authority to remedy anti-competitive conduct or the abuse of market power
by any player, including the authority to administer both behavioral and struc-
tural remedies. Market participants must have a lot to loose if they are caught
engaging in market abuses.

4. FERC needs the authority to require the creation of independent ISO’s which all
transmission owners must join. FERC must have the authority to investigate
and remedy practices which give an unfair advantage to affiliates of trans-
mission owning companies.

5. FERC must be able to assure reliability of electric supply throughout the United
States. Federal legislation ought to give states a prominent role in assuring that
consumers have an adequate and reliable source of power within their borders.

6. Encouragement should be given to the development of load shifting and load
management programs which are designed to reduce peak demands. One way
to do this is to foster a demand side market which allows demand-side resources
to be bid against supply side resources.

7. Efforts to continue with the research and development of renewable energy re-
sources should be continued and expanded. Reliance on natural gas alone for
new plants is dangerous, as we have seen from the doubling of the price of nat-
ural gas over the last ten months.

8. NASUCA does not believe that this is the appropriate time to repeal the Public
Utility Holding Company Act or to remove FERC merger review authority.
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V. CONCLUSION

Deregulation does not necessarily lead to vigorous competition. In fact, NASUCA
believes that truly competitive wholesale markets cannot develop without effective
controls on those who are in a position to distort the market. It remains to be seen
whether electric deregulation will produce the consumer benefits promised by those
who championed it. Certainly in California and some parts of New York State it
seems to have produced just the opposite of what was promised, customer savings.
Maryland’s residential customers are concerned about what will happen when the
price freezes are lifted. Some problems exist in the PJM market, like the practice
of “delisting” (withdrawing capacity and energy from the market). Current prices in
the energy and capacity markets do not reflect actual marginal costs. Current PJM
market prices seem to indicate that residential customers may not see any savings,
but the proof will arrive in July, 2004 when the market will begin to serve PEPCO’s
Maryland customers.

Thank you for the opportunity to present these comments.

Mr. BARTON. Thank you.

We are now going to go to the question period. I have consulted
with Congressman Boucher, and we are going to have one round
of questioning for this panel, but we are going to have a little extra
time. Instead of a 5-minute round per member, let us put set the
clock at 7 minutes. We will be liberal in the use of the 7-minute
rule, but we have another panel and a number of members present,

so we are going to try to do one !&?nd give each member 7
%’a e first question.

minutes.
The Chair would recognize himse
' California. That is why we
have Pennsylvania, Ohio, an ¢onsumer representatives. But

This is not a hearing to just j
we do need to compare.

The first thing that

e to get in the record from Cali-
0, is what your baseload equation is,
what your supply equatiox and also peak supply, peak demand
for each of the States.

Could we start with you, Commissioner Wood? Could you tell us
what the baseload supply generation capacity is in California and
what the demand—baseload demand is, generally?

Mr. Woobp. I am afraid I don’t have those numbers off the top
of my head. The generation resources in California tend to be
structured a little differently from some other States, from what I
can tell, and most of the resources or many of the resources don’t
conveniently sort themselves also out into baseload, load following,
and peaking units.

Mr. BARTON. Let me hit it another way.

Mr. Woob. Yes.

Mr. BARTON. Again, we simply have to get some sort of a fact
basis in the record.

Correct me if I'm wrong on California, that your general genera-
tion capacity on a daily basis is about 38,000 megawatts, is that
right?

Mr. Woob. That is a pretty typical figure, although there are ex-
treme seasonal swings as well as time of day swings.

Mr. BARTON. Your demand is 45,000 megawatts?

Mr. Woob. That is what the peak looks like. That is the outside
of high demand, 45, maybe as high as 48,000.

Mr. BARTON. Okay. Commissioner Quain or Chairman Quain,
can you give us what the situation is?
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Mr. QUAIN. You saw me checking the numbers myself. I don’t
generally look at them on a State basis, we generally look at them
on a grid basis, but I have both.

Pennsylvania is a net exporter, generally. We have in Pennsyl-
vania about 30,000 megawatts. The peak is just a little under that
on a stand-alone basis, but we look at both on a grid basis, and the
numbers there, Mr. Chairman, are about 57,000 megawatts on the
PJM grid basis with a peak of about 54 or 55. We have about 6,000
in the ground.

Mr. BARTON. Your supply equation, your supply situation, is
larger than your demand situation?

Mr. QUAIN. Absolutely, but there is also an ability to bring in,
on long-term and short-term contracts, to balance any particular
supply or demand in the event a generating unit is down for un-
scheduled maintenance, for example.

Mr. BARTON. Chairman Schriber?

Mr. SCHRIBER. Mr. Chairman, I would probably speak more accu-
rately in terms of reserve margins.

Ohio, if you take into consideration peaking power, baseload, we
are talking roughly 35,000 megawatts. During peak periods nor-

mally in the summer in Ohio, we reserve margins now that
are down from up in the 20 percent)t to somewhere between
“—may sound fairly com-

6 and 10 percent reserve margin,
fortable, but it is not as comfort ou might think if you have

an extraordinarily hot summg&
ua

Mr. BARTON. Your supgp n, your supply availability, is

larger than your——
Mr. SCHRIBER. Exceed demand, yes, sir.
Mr. BARTON. This is a gengral statement, and if you disagree, the

panelists, I want you to say so. But is it fair to say that one of the
differences between California and Pennsylvania and Ohio is that
in Pennsylvania and Ohio your supply margin is greater than what
your expected peak demand is, and in California, it is not? Is that
a fair statement?

Mr. QUAIN. That is one of the major differences.

Mr. BARTON. Would you agree with that, Commissioner Wood?

Mr. WooD. Present, as contrasted to when the deregulation legis-
lation was passed, yes, it certainly is true.

Mr. TRAVIESO. As far as Maryland is concerned we are members
of PJM, the Pennsylvania-New Jersey-Maryland interchange, and
our peak is included in the PJM peak and our supply is included
in the PJM supply. At the moment, there are 4- or 5,000
megawatts of excess capacity in the ground.

Mr. BARTON. One of the lessons that I think we need to learn
from the different States is that if you are going to restructure or
deregulate, you should make sure there is a mechanism to, to the
largest extent possible, guarantee that the supply availability is
larger than the expected demand request.

Is that a lesson that we should think about?

Mr. SCHRIBER. I would say so, Mr. Chairman.

Mr. QUAIN. Could I add just one qualifier? That doesn’t nec-
essarily mean that the generation has to physically exist in your
State.
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Mr. BARTON. I understand that. I would think you would agree
that if it is not in your State, you have to have contracts to get it
in your State and a transmission capability to transmit it to your
State?

Mr. QUAIN. Absolutely.

Mr. BARTON. Commissioner Schriber, in your testimony you went
to some detail about the siting process in Ohio.

Mr. SCHRIBER. Yes.

Mr. BARTON. California has a siting process also, and when you
look at the history, the time it takes to site a plant, in California
it can take as long as 3 years or longer, and in Ohio it takes a year,
6 months to a year to make a decision.

I would like Commissioner Wood and you to elaborate on your
siting procedures in your States, to the extent that you can fairly
briefly

Mr. SCHRIBER. I can’t speak precisely to how California sites, ob-
viously.

In Ohio, briefly, we have the authority to usurp, to a great ex-
tent, home rule, which often gets in the way when you have a State
without a siting board. We work in concert with the Ohio EPA, who

also will grant a certificate.
Our whole thing is need and con g% in the public interest.
ddworthy of an application, it
o ewer and it is convenient, and

If an application before us is deen
U' e capability of 1mplement1ng

is because there is a need for t a
again, it is something that w
without a lot of local interfe e.

Mr. BARTON. In Oh1 the maximum time before a deci-
sion is rendered on whather plant shall be sited or not? If every
intervention step is take w long would it be before a decision
is rendered, yes or no, in your State?

Mr. SCHRIBER. On a gas peaking plant, I would say the turn-
around time could be 6 months to a year, at the most.

Mr. BARTON. At the outside?

Mr. SCHRIBER. The outside.

Mr. BARTON. Commissioner Wood, in California, where the peo-
ple have required a more interventionist system, could you answer
the same question; what is the maximum amount of time that—not
necessarily a decision, but some decision is rendered on whether to
allow a plant to be built?

Mr. Woob. It is hard to answer that directly for the reason that
it is a very dynamic situation right now. It was recognized some
time ago, early in the Gray Davis administration, that we had slow
processes which were not appropriate to a market-driven situation,
they were appropriate to a regulated situation.

In the last number of months, especially since the summer, many
of these processes have been expedited, particularly for peaking
units, and so that the time necessary has been compressed very
considerably.

Mr. BARTON. Let me ask it this way. In your memory bank, what
is the shortest time period in which a decision has been rendered,
not necessarily yes, but just a decision, on a request to build a
plant in the State of California, the shortest that you have actually
got a decision rendered?
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Mr. WooD. I believe that for peaking plants, for smaller peaking
units, those are now being done in the range of about 6 months.

Mr. BARTON. So you know of a case that a decision was made
within 6 months?

Mr. Woob. I cannot say that. The reason for that is that the
body that does the siting in our State is the California Energy
Commission, not the Public Utility Commission. So I don’t deal
with those.

Mr. BARTON. What about the longest? I hear anecdotal stories of
3 years.

Mr. Woob. Yes. Certainly before the recent changes, there were
plants that took multiple years to—for the entire siting process to
be completed. But as I say, it is dynamic, so it is hard to say at
the moment.

Mr. BARTON. I understand that what are purported to be rem-
edies are being instigated in California.

My time has expired. I want to, before I yield to Mr. Boucher,
bring to the members’ attention a report that has just been re-
leased this week by the CERA Energy Group, the Cambridge En-
ergy Research Associates. It is entitled “Power Beyond California’s

Power Crisis: Impact, Solutions and ons.”

This is a proprietary report, but e spoken with the founder
of the research association, Daniel e is going to give every
member a copy of this report s study it. It is fact-based.
It is non-judgmental in a p I@Eense. It goes into a great
amount of detail about the hgstor California, the current situa-

tion, and some proposed, g6k

I would call this to ¢k 2
problem in more detail.

I now yield to Mr. Boucher for 7 minutes for questions.

Mr. BOUCHER. Thank you very much, Mr. Chairman.

Mr. Travieso, I would like to call your attention to some com-
ments that were made recently by Dr. Mark Cooper, who is with
the Consumer Federation of America. You may know him. He cau-
tioned that problems that are similar to those that have been expe-
rienced in California could also be experienced in other States that
have adopted retail competition plans.

Specifically, he said the following: Without vigorous Federal poli-
cies to open the transmission network and prevent the abuse of
tight markets, consumers will pay billions more in unjustified over-
charges.

Do you share those concerns from your perspective as the public
advocate in Maryland?

Mr. TRAVIESO. Yes, I do. Mark Cooper and I have actually met
with our public service commission chairperson, not about this sub-
ject, but I am very familiar with Dr. Cooper and have read a num-
ber of his papers and been on panels with him.

The issue, I think, is that the phrase “tight market” is, to me,
the key. Let me give you an example of one of the issues that is
now facing PJM. PJM has a much better market, a better func-
tioning market, than California does. As Chairman Barton was
pointing out, there is more capacity than demand, and plants are
being built. But here is one of the things that is happening at PJM.
There is a capacity market at PJM. There is also a requirement

ers’ attention as we get into this
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that suppliers have a 19 percent reserve; that is, that they actually
have 119 percent of the capacity they need to meet the demand.

Well, those two things intersect because actually in PJM, there
is just about an additional 19 percent above what is needed typi-
cally. So what that means is that there is a very tight market, in
the capacity market, for suppliers who have to buy capacity to meet
their requirement and the sellers who know that the suppliers
have to buy the capacity to meet the market. So the prices in the
capacity market currently do not actually reflect competitive prices.
They reflect market power prices because of the tight market.

That is an example of an issue that PJM is currently working on.

So these kinds of issues exist in any wholesale market that deals
with a commodity like electricity.

Mr. BOUCHER. I heard you suggest in your testimony that the
tight market circumstance certainly is reflected in the decision by
power suppliers in some instances to withhold power in order to
maximize price. But does that situation also pertain with regard to
transmission?

I have heard suggestions that perhaps the wholesale trans-
mission market is not working particularly effectively and that
some transmission owners may agt ly be operating in such a
manner as to favor their own econ ; rest and withhold trans-
mission at a time when the mark ig and when transmission
should be made available to othe

Mr. TRAVIESO. Well, transpis s a bottleneck in economic
terms. If someone has contrqohdye at bottleneck and also has an

interest in generation, (s ‘ is an opportunity to favor one’s
own generation. One o
the transmission owners hawve

hefits of the PJM marketplace is that
assigned control and management of
their transmission facﬂltles to an independent operator, PJM.

So I think we dealt effectively with that problem in the PJM re-
gion.

Mr. BOUCHER. What about on a national basis, however? Do we
have a problem with an inefficient transmission market with re-
spect to wholesale transactions? And if you think that we do, is this
a concern that Congress should address or does FERC at the
present time have adequate authority to address the problem ad-
ministratively?

Mr. TrRAVIESO. Well, I am not really an expert on the trans-
mission problems in other areas. I do think that there are some
States where each owner of the transmission system can charge a
rate and it is like a pancake rate. So it inhibits the free flow of
electricity because a generator has to pay like a postage—instead
of a postage stamp rate, has to pay a rate per mile, and that adds
a significant cost. So there are issues there.

Mr. BOUCHER. Dr. Schriber, let me ask you to comment on this
question, if you would.

Mr. SCHRIBER. Thank you, Congressman. I would like to.

I think probably the greatest impediment we have to the develop-
ment of a good retail market, in any State, is the lack of a substan-
tial, vibrant, if you will, wholesale market which includes trans-
mission. Electricity simply does not move as it should move be-
tween regions.
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It is interesting to find, when you go to conferences, read lots of
papers, everybody is willing to tell you what is wrong with regional
transmission organizations. At the present time, it is very difficult
to find anybody or any group of people who are willing to come to-
gether and say here is the problem, here is how we solve it. It is
an economic problem. It is a physical problem. But the economics
are confounding a lot of people.

The other part of the question: Where does FERC belong in this
equation? For a number of years FERC has been shorthanded. It
is a 5-member commission that hasn’t had 5 members. They
couldn’t get votes and, quite frankly, it is my opinion that they
have not stepped forward at times when they should have.

In Ohio, where we actually have three regional transmission or-
ganizations operating, it makes no sense. What we would advocate
and we would ask the States around us to advocate for is a re-
gional RTO, if you will. If FERC is not willing or able to step for-
ward and do so, we are more than happy to.

Mr. BOUCHER. Does FERC have the authority to do that, in your
opinion?

Mr. SCHRIBER. Yes, FERC does have the authority.

Mr. BOUCHER. So we do not need.t§~gmpower FERC any further
in that regard? %

Mr. SCHRIBER. In my opinion.

Mr. BOUCHER. But perhaps tq/€ ge it to simply take some
steps that would address the gro

Mr. SCHRIBER. Yes, sir, %

Mr. BOUCHER. Let m otwanother question. I was somewhat
intrigued by your testiiq goncerning the need for demand-side
management, a sentiment\wjth which I entirely agree.

I wonder if you could take just a moment to describe to us what
the Ohio PUC has done to encourage demand-side management,
and what kind of response you have gotten to that encouragement
from the investor-owned utilities in the State.

Mr. SCHRIBER. Congressman Boucher, we have not done much in
the way of demand-side management in the last number of years.
This was, again, a product of the 1980’s. It was like gasoline. We
all have very short memories, and I think our memories are begin-
ning to come back. I do believe fervently that it is time that we do
step forward.

It is difficult to incent utilities to move forward with demand-side
management. On the other hand, a simple, to me, real-time meter-
ing is something that I cannot comprehend is not in each of our
homes. I can’t imagine why they cannot put a meter in our homes
that tells us what we are using, how much, at what time of day,
so we can see what the price is this hour, next hour. It is inconceiv-
able the technology that we have today, that we don’t have those
in our homes. That, to me, would be an outstanding start because
if we know what we are buying, just like when we go to the super-
market, if we know what we are buying and how much we are buy-
ing of it, we know what it is going to cost us.

Mr. BOUCHER. Thank you very much.

Mr. Chairman, my time has expired.

Mr. BARTON. Thank you.
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We would now like to recognize Congressman Largent for 7 min-
utes for questions.

Mr. LARGENT. Thank you, Mr. Chairman.

Mr. Wood, what was the rationale for not allowing utilities to
enter into long-term contracts in California?

Mr. WooD. The creation of the Power Exchange and the fun-
neling of all of the transactions, the utility transactions through
the Power Exchange, was really a fundamental underpinning of
California’s deregulation experiment, as I understand it. I wasn’t
a policymaker at the time.

The major concern was that the utilities, if they retained control
over either the supply side of the equation, which would be owner-
ship or control of the generation, or the demand side, which meant
purchasing as the major purchaser on behalf of their customers,
they would be able to exercise market power and that might be det-
rimental. In the case of what was addressed by the Power Ex-
change, it would be detrimental to the interests of competition
among generators and marketers.

Therefore, the Power Exchange was established as a transparent
market in which it would not be possible for the utilities to exercise

any market power. They were madﬁgientially passive partici-
d

pants in that market.
This concept was, in effect, endo FERC which recognized

it as a centerpiece or an underp@ f the California’s deregula-
d

tion structure, and although i embedded in the legislation
itself, the legislation was p B-1890 was passed after the

final decision by the conrmis that established the PX. And so
it was implicitly endorsg )
stand it, the rationale.

he legislation. That was, as I under-

Mr. LARGENT. Was it alse’¢ndorsed by the utilities?

Mr. Woob. The entire project was endorsed by the utilities as
part of a compromise essentially between the utilities and large
customers with eventual sign-on by other parties. Later on, several
years into the experiment, at least one of the utilities, Southern
California Edison, asked for—began to ask for some changes in
that regime.

Mr. LARGENT. So essentially it was just a bad call by everybody?

Mr. Woob. Certainly in retrospect, it looks that way. Up until
May 22nd of last year, it looked like a great idea. Prices were sta-
ble, they were low, they were below regulated prices and then the
wheels came off after that date.

Mr. BARTON. Will the gentleman yield?

Mr. LARGENT. Yes.

Mr. BARTON. It is true now that because of what has happened,
long-term contracts are allowed in California?

Mr. WoobD. Yes. Long-term contracts have been permitted since
August 3 of last year. There is a condition attached to them that
unless there is a sign-off by the PUC staff on the reasonableness
ahead of time, or that it falls within a certain safe harbor, then the
utilities may be subject to reasonableness review afterwards, and
if their actions are found to be unreasonable then they could be—
they could face some sort of disallowance. But in the face of that,
nevertheless the utilities, at least Southern California Edison and
PG&E have engaged in long-term contracts since that time.

e
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Mr. LARGENT. Mr. Travieso, I had a question for you. You said
something that was of interest to me about empowering FERC to
address market power abuses like those that took place or are tak-
ing place in California. Can you define market power abuse and
maybe give us an example of the type of abuse you are talking
about that took place in California?

Mr. TRAVIESO. Yes. I don’t have personal knowledge of this, but
I guess I would direct the committee to an article that I think does
a pretty good job of discussing this issue. It was published in the
Public Utility Fortnightly, January 1 of this year, by Robert
MecCullough, called “Price Spike T'sunami.”

He has done a very good analysis, I think, of which plants ran
and when they didn’t and how the price curves changed, and the
famous May 22nd date is the date that he uses to start with.

One example would be if you are a generator and you own two
different kinds of plants, one of which is a baseload or a plant that
runs fairly often, and the other of which is a plant that comes on
at the peak or near the peak, you could choose, for example, to
have an outage, an unplanned outage, in your plant that runs at
a lower bid price. And there actually have been—the number of
outages have gone up from 5 to 10 percent up to about 50 percent
in California in recent months. Y %lg choose to have an un-
planned outage on the unit that rufs a lower bid price. That

would then force the demand go up because the supply
would go down. If you though could run the other plant,
the peaking plant, long enough ang’at high enough price for it to

be profitable, you would @ \8 And there is some evidence that
that occurred.

Mr. BARTON. Would the gept ?

Mr. LARGENT. In just a seeond I would be glad to yield.

Are you saying that there is some evidence that there was a con-
spiracy of sorts to shut down a lower profitable plant, a base plant,
a baseload plant, and go to a peaking plant that you have more
profit? You are saying that that was deliberately done?

Mr. TRAVIESO. I don’t know if it is a conspiracy. In the investiga-
tion that FERC had, the staff reached some conclusions along those
lines but the FERC never adopted them. But it doesn’t even have
to be a conspiracy. I mean, individual owners of plants, with
enough information—and one of the flaws of the California system
was they got a tremendous amount of information about what the
demand was going to look like the next day—could make that ra-
tional decision without it even necessarily being any kind of illegal
act. They could make that decision just based on a rational busi-
ness decision. But the effect would be to raise the price substan-
tially, to raise the retail price.

Mr. LARGENT. The gentleman.

Mr. BARTON. I just want to try to set the record, or put into the
record, it is my understanding that until they abolished the Power
Exchange in California that everybody that supplied power had to
put it in through the Power Exchange, and there was a market
clearing process established that the highest price anybody bid that
day was the price that everybody received. It is also my under-
standing that the distributor of utilities had to purchase from the
Power Exchange and sell at a fixed rate that was set by the law
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unless they had an existing long-term contract that they were al-
lowed to continue.

So the example that is in your article that you referenced doesn’t
make sense from the standpoint that anybody supplying power, un-
less they had a long-term contract before the Power Exchange went
into place, would get the identical price regardless of which plant
they were utilizing.

Mr. TRAVIESO. Well, there are hourly markets, and the market
at the end of the day for the last 300 or 400 megawatts to meet
the demand that you can’t shed, produces prices that are $3,000 a
megawatt. That is why—has produced prices that were $3,000 a
megawatt. That is why somebody in the situation I described could
choose to try to create that situation. And the bid prices for power
during nonpeak hours from baseload plants had traditionally been
$30 an hour. So there is an incentive, based on the structure of the
market, to do that.

Mr. LARGENT. I just had one other question, Mr. Chairman.

Mr. BARTON. Sure. I took part of your time.

Mr. LARGENT. Mr. Quain, I just wanted to ask you, I was listen-
ing to the response by Mr. Travieso about capacity, the 119 per-
cent. And either Mr. Quain or Mr. vieso, if you know the an-
swer to this question, I am just w ing how much new genera-
tion is currently under construct the process of being
brought on-line within the PJM arket grid?

Mr. QUAIN. I do know tha %ssman, and only because I
was asked a similar questionfes ay by the Pennsylvania State
Senate. PJM has cues, ink they go A, B, C, D, E and F,

g ® you are, the more likelihood of com-
pletion. In queues A and which has a 75 percent likelihood of
completion, there are curreritly 15,000 megawatts. Of that, 6,000
either in upgrades for existing units or new construction are cur-
rently being built now. The remainder expects to be built over the
next 5 years.

Going to queues C, D and E, I think it goes down to there is an
additional 31,000 megawatts. Now, clearly, the further you go
down the queue, you have to question the likelihood of financing
being available, whether the market conditions will exist that will
allow those investors to believe that their investment is indeed pru-
dent and continue to construct those. So that is the long answer
to your question.

Mr. LARGENT. So the tight market that you mentioned, Mr.
Travieso, will become significantly less tight as this new generation
is brought on-line?

Mr. TRAVIESO. We would hope so. There is 2,500 megawatts that
actually is currently under construction.

There is an issue, though, with respect to what gets built in the
future, and that is because the way the PJM system works is, they
review these projects and they determine the effect that the new
plant will have on the transmission system and they assess the
cost of that to the developer.

So, developer one will have a certain effect on the transmission
system and that will increase the load on the line. As you get fur-
ther along, you get two or three power plants along, the third plant
will have an enormous effect or could have a multiplier effect on




64

the transmission system, which means that the cost of that project
could be substantially more for the same plant than the cost of the
first project in line.

I haven’t seen any studies or analysis which attempts to take
that into account in terms of the likelihood that these projects will
get built. But the short answer is I think we are going to have sig-
nificant increases in capacity, but when the risk changes and the
reward changes based on costs of the project, I haven’t seen any
analysis of that. But at some point it could.

Mr. LARGENT. Thank you.

Thank you, Mr. Chairman.

Mr. BARTON. Thank you, Congressman Largent.

I will recognize Mr. Waxman for 7 minutes for questions.

Mr. WaAxMAN. Thank you, Mr. Chairman.

Mr. Wood, I want to thank you very much for your testimony.
Perhaps we should be paying particular attention to your testi-
mony since you predicted several years ago the problems we are
seeing in California today.

As you are no doubt aware, there are sometimes advocates who
will exploit a problem to advance an unrelated agenda, and I am

concerned about this in the case of Lalifornia because the Presi-
dent, some Members of Congress, ven a few generators have
blamed our State’s environmentalfawdas being responsible for
California’s energy problems. T e also blamed the Federal
Clean Air Act, the Endangere Act, the forest roadless pol-
icy, the ban on drilling in t National Wildlife Refuge or,
it seems, almost any othgrJtawthey never liked in the first place.

Mr. Wood, you me seVeral causes for California’s prob-
lems in your testimony b ou don’t mention environmental laws.
I would like to have it clen the record: Are environmental laws
responsible for California’s electricity problems?

Mr. Woob. No, not in my opinion.

Mr. WAXMAN. Have clean air laws or other environmental laws
prevented the generation of electricity?

Mr. Woob. No, they have not prevented it.

Mr. WAXMAN. Have the environmental laws prevented the con-
struction of adequate electricity generation facilities?

Mr. Woob. No, that has not been the cause.

Mr. WaxMAN. If I understand, your view of the root cause of Cali-
fornia’s problems is the creation of a dysfunctional market, not en-
vironmental regulations; is that correct?

Mr. Woob. That is right. It is reliance upon, solely upon market
mechanisms to provide adequate generation in a timely manner,
and that has not occurred; which, as you pointed out, I testified be-
fore this subcommittee 3% years ago and pointed out the problems
of relying on the market in a business cycle context where new
generation would come on-line in response to price signals but per-
haps not in a timely manner.

Mr. WAXMAN. Well, under this current system it is remarkably
easy for suppliers to game the system to drive up prices, isn’t that
correct?

Mr. WoobD. Yes, it certainly is. And that has been partly dis-
cussed already, but if you are interested I could maybe explain
some of the mechanisms.
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Mr. WaxXMAN. If you could briefly. I had some questions, but I
think it is important to get this on the record.

Mr. Woob. Yes. In the California market, several of the players
of the generators each control 14 percent or more of the total gen-
eration that is available. Those include AES, Duke, Dynergy, Reli-
ant and Southern Company. As I pointed out in my testimony, for
the last month we have every day been in a stage 3 emergency.
That means that reserves are less than 12 percent. In that envi-
ronment, any generator can withhold a relatively small portion of
their total generation in order to drive prices up.

The net effect would be, if, for example, the actual cost of genera-
tion, the marginal cost for a particular producer, is, let’s say, $70
a megawatt hour, given the current high gas prices, but if with-
holding, say, one-quarter of the available generation by that par-
ticular market participant would result in prices that were, say,
$280, or four times the price, they would be a net beneficiary even
though they weren’t running part of their own generation.

This explanation does not require collusion, and therefore it
doesn’t require market power abuse. It merely involves the exercise
of market power. As I have been told—I am not an economist, but
I have been told by economists that yhen market power exists, it
is exercised. It is really a definiti market power that it will
be exercised.

So this constitutes an exercise

I would also point out tha
essary, and in fact apparent a
their existing authority, fe
refunds or any restitut{s

et power.

ERC has not seen it nec-
nied that it is possible under
vene in this situation, to require
that sort—I saw an item recently that
in England, which is cons ¢d by many a model for successful de-
regulation, the generation\pégulator in that country last summer
called Southern California Edison’s English affiliate, generating af-
filiate, on the carpet for withholding generation in order to drive
up prices. So in that example of a deregulated country, they still
have a market referee which looks over these kinds of abuses.

Mr. WAXMAN. In California, we had no market referee so we had
an incentive, in essence, through this market-based system to take
advantage of the consumers by charging these extraordinarily high
prices by manipulating the supply.

Mr. Woob. That is right. So far it has been taking advantage of
the utilities, except for a period of time in San Diego, the results
of these abusive market behaviors.

Mr. WAXMAN. That is because they have put caps on retail sales?

Mr. Woob. That is right, the frozen prices.

Mr. WAXMAN. I know the legislature, the Governor, the Public
Utilities Commission in California, are working around-the-clock to
resolve this problem, and in doing so the State has sought the help
of the Federal Government, specifically the Federal Energy Regu-
latory Commission. In fact, many of the western States have also
sought FERC’s assistance in temporarily taming these wholesale
prices. Recently 8 western Governors, 5 Republicans and 3 Demo-
crats, have called on FERC to implement a temporary cost-plus
pricing requirement on wholesale electricity, but FERC has re-
jected these calls for assistance.

Do you believe FERC has a role, a responsibility, to act?
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Mr. WooD. A plain reading of the Federal Power Act seems to
indicate they have an obligation to act. The Federal Power Act, as
I recall, requires that wholesale prices be just and reasonable and
says that if they are not, then they are unlawful.

Again, I am neither an economist nor a lawyer, but my under-
standing is that when there is an unlawful act or an unlawful situ-
ation implicitly, if not explicitly, there is some sort of remedy. The
FERC is the agency of government set up under the Federal Power
Act to enforce that law, and I think clearly they have that obliga-
tion.

Mr. WaxMaN. Well, when California deregulated it, handed over
its authority over generators to FERC, and the assumption was
that FERC wouldn’t allow the exercise of market power, particu-
larly in the way we have seen it. Yet FERC has failed to conduct
a comprehensive and detailed investigation. It has failed to take
any action to temporarily control these unjust and unreasonable
rates.

Some have argued that if the PUC would simply raise rates,
PG&E and Southern California Edison could regain financial sta-
bility if they just allowed for the increase in rates, and FERC has
identified that the dysfunctional mar in California can result in
unjust and unreasonable prices a e market participants can
exercise this kind of market—can exexci arket power. Does sim-

ply raising rates make sense wit is\kind of market in place?

Mr. Woobn. Whoever—if yo tes, it simply transfers the
burden of this dysfunctionakina to another group of parties,
which would be the custegmmea all classes. Presently, the utilities
have been a buffer. TK¢ e uffered immensely as a result of
it, and unfairly, I believs / it doesn’t solve the problem. It sim-
ply means the consumersy)rather than the utilities, then have to
pay these unjust and unreasonable prices.

Mr. WAXMAN. Well, the Secretary of Energy, Mr. Abraham, has
expressed concern that if we didn’t allow prices to be increased it
would discourage new generation. In your view, is this true and is
there a way to provide much needed emergency relief to California
without discouraging new investment?

Mr. WooD. At this point, I can’t imagine what would discourage
new investment in California. The owners of the plants that were
divested have probably paid off their entire initial investment over
the last 8 months or so. It is a gold rush there, but even under—
in a well-regulated market, that allows for a reasonable return on
investments, which is what I think all of us in California are ask-
}‘ng for, there is ample opportunity to invest profitably in Cali-
ornia.

We have a wonderful economy, as you know, in our State. It is
the most diverse economy in the United States. It is a strong econ-
omy, which is heavily based in a powerful agricultural sector, a
very advanced technological sector, and the prospects, I think, for
investment there are outstanding, including in the energy area.

Mr. WAXMAN. Mr. Chairman.

Mr. LARGENT [presiding]. The gentleman’s time has expired.

Mr. WAXMAN. My time has expired, but let me just for the record,
if I might point out that the Government Reform Committee held
a hearing in September and they indicated the applications for
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electric turbine permits moved through the process in a timeframe
that averages 12 to 18 months. States would take the first steps
in this process. EPA frequently does not become involved except to
concur in what the State is requiring for pollution reductions.

This isn’t an unreasonable timeframe for a big industrial facility
that will be in operation for the next 30, 40 or 50 years. But I
t}ﬁought the committee ought to have the benefit of the record on
that.

Mr. LARGENT. I thank the gentleman. The gentleman from Illi-
nois.

Mr. BARTON. Before we recognize Mr. Shimkus, we would like
Commissioner Wood, for the record, since Mr. Waxman has alluded
to it, the records of the various regulatory authorities in the State
of California on permits that have been requested and the length
of time to make a decision, yea or nay on those for, say, the last
10 years. Is that possible?

Mr. Woob. I believe so. As I pointed out earlier, this process is
controlled by the California Energy Commission, and I will take
that request.

Mr. BARTON. I understand they are different.

Mr. Woob. And arrange to get that dnformation for you.

Mr. BARTON. Thank you. %t

Mr. WAXMAN. I think we ought aveothe Energy Department
in California come in and testify n get some of that.

Mr. BARTON. I just bet we ¢ % at to happen.

Mr. LARGENT. The gentleman Illinois is recognized for 7
minutes.

Mr. SHIMKUS. Thank<y Chairman.

)
@ a question that Mr. Largent asked

I am going to refer ba

and also this article fro arry Levins from the Post-Dispatch.
The question that Congressman Largent asked was why did Cali-
fornia not go to long-term contracts? I want to make sure, Con-
gressman Waxman—I want to make sure you don’t leave because
this is a California thing and I am just throwing this out because
it relates to Congressman Largent’s question. Harry Levins says
this in this article which we submitted for the record so you all
should be able to get it, “The planners looked back to the late
1970’s and early 1980’s when California utilities got locked into
wildly overpriced long-term deals to buy bits and pieces of power
generated by solar and wind power. The planners told themselves,
we will not make that mistake again.”

Based upon your position, is that a plausible answer why Cali-
fornia didn’t lock themselves into long-term contracts?

Mr. Woobp. That is part of it. We had a very aggressive imple-
mentation of PURPA, which resulted for years in billions of dollars
of overmarket electricity prices, although we ended up with a very
diverse resource base as a result of it. But by the early 1990’s,
there was an overhang of over 20 percent excess capacity in the
western market and the utilities were very reluctant to see any
new generation built outside of rate base. And therefore, when the
Public Utilities Commission in the early 1990’s would not let
Southern California Edison at least build new generation and rate
base, which they wanted to do, but required that it be built outside
of rate base, because even then the commission was looking for-
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ward to the days of an unregulated nonrate-based market and gen-
eration, then Edison aggressively opposed that, went before FERC
and got the project locked based on a technicality.

So that was a large part of it, yes.

Mr. SHIMKUS. And this is why hearings are important to re-
search. I mean, we are having a crisis in California right now, a
crisis made by decisions—based upon decisions that were made in
the 1970’s and 1980’s. And if what seems to be correct is part of
those decisions were made based upon the PURPA requirement in
Federal law, which we discussed here numerous times in energy
dereg, and for my new colleagues on the committee, this is an im-
portant statement to understand, but also as a big renewable sup-
porter from commodity growing States of corn and soybeans, I al-
ways find a way to talk about ethanol and biodiesel anytime I get
a chance, we are not saying it is bad. It is just you need to under-
stand the full picture, that the PURPA requirement did cause some
decisions to be made. In this case, they may not have been the best
decisions.

Mr. Woobp. Congressman Shimkus, if I could just note, there is
a remarkable parallel between the implementation of PURPA in
California and some of the things we did in our deregulation
project, particularly the Power Ex %Under PURPA, in Cali-
fornia, the utilities were essentia passive not price takers
but accepters of generation at e contract price that didn’t
really correspond to actual cgsts that resulted in what was
called the QF gold rush i &n ~1980’s, with subsequent prob-
lems.

The Power Exchanges ayly recommended, or resulted in mak-
ing the utilities passive prieg'takers in the market, and preventing
them from acting effectively or having a truly dynamic market in-
volving equal interaction between buyer and seller, and with con-
sequent disastrous results.

Mr. SHIMKUS. And I appreciate your testimony because it speaks
to the argument of the basic economic equation of supply and de-
mand, and consumers paying prices for the goods they want to re-
ceive. We want to make sure that obviously as policymakers that
the market works so that we have the folks represented by Mr.
Travieso, and in my perspective Marty Cohen from the Citizens
Utility Board in Illinois, that the competition, the market equation,
works and we have more choices at lower cost. And it does. But we
interspersed the equation of demand and control through the regu-
latory scheme.

Illinois is going through high natural gas prices. One of the rea-
sons is because of our focus on power generating and peaker plants
to meet above-load demand. We have drawn down stocks of natural
gas that have been used—built up to be used as the heating fuel
of choice in much of the Midwest, double the price. This is all inter-
related. That is why the Chairman is correct in doing a couple of
things, pushing for a national energy audit. What are we pro-
ducing? What fuels are we using? So we can understand the con-
text by this whole debate, what fuels are we consuming?

My position is, we need to explore a lot of the alternatives of
basic fuel.
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A question for Mr. Quain. Of the plants in the PJM market,
what are the basic fuel components of the plants that are on the
drawing board?

Mr. QUAIN. What is on the drawing board is almost all natural
gas.

Mr. SHIMKUS. And that should be a scary signal to anybody
whose home is heated by natural gas, which prices have doubled.

Mr. QUAIN. I agree with that statement. I would note that cur-
rently we have 57 percent coal, about 36 percent nuclear, and I
think as we look forward we have to look at fuel diversity as we
build these new plants. I couldn’t agree more.

Mr. SHIMKUS. I think part of a national energy policy and strat-
egy will be looking at our fuels, making sure we put the money into
research and development to make sure they meet our environ-
mental standards, but we have to have a diversified portfolio. In
my opening statement I submitted for the record, Illinois does have
a very diverse portfolio of coal-based generating, nuclear gener-
ating. Also, peaker plants are sprouting up all over the place.

As much as you hear problems about the electricity price in Cali-
fornia, we are hearing it. We are hearing it on natural gas. And
it is because of the whole national ¢ equation.

My time has expired. I am not '%o over. I appreciate the
time. I yield back.

Mr. LARGENT. I thank the gentle \

Now the gentleman from Penh nia is recognized for 7 min-
utes.

Mr. DoYLE. Thank yoiy M irman.
I have two questions)s | will give them to you both at once
and then if you each take\105 seconds to answer, my 7 minutes

will be up.

I know it is not an easy question, but what specific oversight do
you think should rest at the Federal level and what should rest at
the State level to maximize the potential benefits of deregulation?
And then second, in a more general sense, generally what do you
think is the best way to encourage States to consider retail com-
petition? And you can each just take a stab at it down the line.

Mr. Woob. The first question was what sort of oversight should
rest at the Federal level?

Mr. DOYLE. Right.

Mr. Woob. Clearly—first of all, I think that existing oversight of
interstate transactions is appropriate. I don’t think it is appro-
priate for the FERC to overreach that. There are many trans-
actions which, in fact, are intrastate and they should remain that.
And in general, retail transactions should remain within State ju-
risdiction. But the Federal Government plays a necessary role in
overseeing interstate wholesale transactions.

What we are finding—what we have found in California, cer-
tainly, is that there is a need for somebody to ensure that the mar-
ket, to the extent that it exists, is workably competitive and to en-
sure that. All other markets that I can think of in the United
States are effectively regulated in some way, not to determine
prices but just to make sure that they remain workably competi-
tive.
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We do not have an effective system for doing that right now with
electricity, certainly in the western United States.

Your second question, I am sorry, I didn’t get it written down.

Mr. DOYLE. Just generally, what do you think is the best way to
encourage retail competition, reciprocity requirements, relieving
States of the requirements of PUCA and PURPA? Just, you know,
Wha‘;: are your thoughts on how we can encourage retail competi-
tion?

Mr. Woob. I think that is really, respectfully, the wrong ques-
tion. The question that I would say more properly should be how
can you permit and allow to develop as appropriate retail competi-
tion, because there are and there will be States which for their own
reasons, and very legitimate reasons, see that it is not beneficial
to enter into retail competition. I won’t list States but I think some
of them are very well known.

In California, we are seriously rethinking the dimensions of our
experiment. It remains the Governor’s belief and hope that deregu-
lation can work, but we have—we are moving toward putting a lot
of things on hold. That has happened in a number of other western
States as well.

So anyway, having said that, I think.,that, again, the most effec-

tive thing that can be done is to a that there will be fair and
“policed,” if you don’t like the wordk &e ted,” markets so that it
will embolden States to launch j tures like this. I think ev-
erybody in the country is terrj ﬁ because of what happened
in California.

If there had been sop of market enforcement, then we
would have problems o«( )

wouldn’t be nearly of the dimensions
that we are facing rlgh
move forward or in whatews
more confidence.

Mr. QUAIN. Did you take my 110 seconds?

Mr. DoYLE. 105.

Mr. QUAIN. I will give you a very broad answer, Congressman,
because obviously the devil is always in those details. I think the
one thing that Congress can do is define a visionary long-term as
well as short-term national energy policy. We need to know where
we are taking this Nation, given the growth in energy demands on
it, and we need to have a long-term energy policy to do that.

I think encouraging transmission investment, encouraging gen-
eration investment can be part of that; encouraging production; en-
couraging demand-side management. Research and development
also can be part of that; making sure that we take care of the less
fortunate amongst us to make sure that this human needs com-
modity gets to every household as well as to every large industry.
All of that has to be part of it.

Having said all of that, I think it is appropriate for Congress to
put parameters for States to work within. What is happening in
California is not just only a California problem. It is affecting our
State, not nearly to the extent that it is the residences and busi-
nesses of California but it is advocating the Nation and we need
to have certain parameters by which we all agree to play.

With that in mind, each State, I think, needs to have the flexi-
bility to design the program for their own demographics, economy,

7/ and it would enable other States to
other direction they want to go with
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whatever, geography, climate; but nobody works best without a
deadline, and I think Congress would do—if you believe in electric
restructuring as I do, if it is functioning properly and put together
properly, it works. I think putting a deadline by which States
should act would help the process a great deal.

Mr. DoYLE. Thank you.

Mr. ScHRIBER. Congressman Doyle, let me answer your second
question first: How could we encourage States? I think the most
important thing that we could do at this time is to enhance the
wholesale side of the market. Not only does that bring electricity
to the doorsteps of the State that wishes to restructure, but, and
I think what has evaded a lot of questioning here, is the fact that
electricity will move out of the State, too. That could have some se-
rious consequences. But the larger the market, the more electricity
is going to flow and you are going to have a better market, and
that will encourage more, I believe, States to become involved at
the retail level.

As far as oversight goes, I firmly believe, as I said in my opening
remarks, that what we have learned as commissions, as commis-
sioners, is that we have to be very, very vigilant. We have to look

for the early warning signs and we e to swallow hard and step
on some toes and stop the process {f it3s going in the wrong direc-
tion.

Mr. DoYLE. Thank you.
Mr. TRAVIESO. Congressma @ at the Federal level we cer-
tainly should be concerned ut\reliability. I think we should be
concerned about marke nd mitigation of market power in
the wholesale markets{4 agcess and control of the transmission
system through ISOs o ¢¢ similar organizations such as that,
and maybe helping create\z market for load management. There
really isn’t such a market in PJM, as I understand it, at the mo-
ment. That would be a market where large users of electricity can
bid in to the market, discontinuing using a certain amount of their
load and get paid for it and make an economic decision as to
whether they want to do that or not.

At the retail level—I mean at the State level, I think certainly
the retail market should be within the State’s control. Things like
distributed generation, the rates of distribution, demand-side man-
agement at the retail level, and things like renewables, I am not
sure where they belong. There certainly could be a Federal policy
and there could be a State policy to encourage the development and
use of renewables.

With respect to encouraging States to consider deregulation, I
think the best thing you could do is nothing for the time being. We
have 25 States that have adopted deregulation statutes. The mar-
ket is infantile at the moment, and even in California we don’t
have a very long experience. I think it would make sense to see
what happens in these various States, see how it progresses with
different plans in place, see whether competition develops, see
whether they have market power issues. I don’t know, for one,
what is going to happen in Maryland when our price caps are lifted
in 4 years. I have no idea. So I think that would be useful data
for you to have before you made a decision about whether you
should require that on a national basis.
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Mr. DoYLE. Thank you, gentlemen.

Mr. BARTON The gentleman’s time has expired. Before we recog-
nize Mr. Walden, let me make an announcement just kind of for
the good of the order. We are not going to take a lunch break, but
with the members still present if each of them take their full 7
minutes and extend it a little bit, it is probably going to be 2:30,
2:45 before we are through with this panel. So if you are in the au-
dience or you are on the second panel and you want to stretch your
legs or just go out and get a sandwich, feel free to do so. Just do
it discreetly so that we don’t bother too much our witness panel.

If you are on the first panel and you need a personal convenience
break, you got my permission to just kind of head out and come
back and we will continue on without you.

Mr. Walden is recognized for 7 minutes.

Mr. WALDEN. Thank you, Mr. Chairman. I hope I don’t lose the
whole audience here.

Mr. Wood, I guess I was listening to your comments earlier today
about how the California consumers shouldn’t bear the price for
this debacle of restructuring. I think I am capturing what you said,
in terms of price caps. You made some comment about it shouldn’t

be shifted to them. They are king e innocent bystanders in
this. Is that accurate? x
whether it came across clearly

Mr. WoobD. What I meant to saj \
¢ have to pay for the unjust
and unreasonably high wholegalé prjges.
Mr. WALDEN. Right. Now % ieve that there is any rela-
tionship between price ar N

ption in the energy markets?
Mr. WooD. DependingX ass of customer, there is some. There

is not as much as one mightthink.

Mr. WALDEN. But there is some.

Mr. WooD. There is some.

Mr. WALDEN. You don’t think conservation is driven by price? If
my bill goes up to $600 a month, you don’t think I am going to turn
my lights off or turn my thermostat down much to reduce my bill?

Mr. WooD. We have some empirical data on that. In San Diego,
during the summer of last year, people were exposed to price sig-
nals representing 300 percent increases in their bills. We saw con-
sumption go down by no more than 10 percent across all classes
of consumers.

Mr. WALDEN. Over what period of time?

Mr. Woob. That was just in the summer.

Mr. WALDEN. How many months?

Mr. Woob. That was a period of about 3 months.

Mr. WALDEN. Because I would think there would probably be a
1-month lag or 2 before they saw the price. When you get your bill,
you don’t know you have been stung.

Mr. Woob. Right. People were aware of what was—this is to-
ward the end of that period.

The information that I have talking to experts about it is that
in the long run there is quite a bit of elasticity of demand that can
be triggered by price signals. In the short run, there is very little.
It requires cultural changes for small customers. It involves tech-
nical changes for large customers.
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Mr. WALDEN. So the longer you put off that elasticity, the longer
it is going to take to get to conservation, or that place?

Mr. Woob. Conservation coming from price signals, yes.

Mr. WALDEN. Right. I guess the question I have is, you know, the
Northwest is still in the spot market because we are short about
3,000 megawatts.

Mr. Woob. That is right.

Mr. WALDEN. So the extent to which Californians don’t suffer a
price increase and therefore don’t conserve results in higher prices
in that spot market, because you are out competing for more en-
ergy than you otherwise would be, right?

Mr. Woob. That is true.

Mr. WALDEN. So, therefore, those of us in the Northwest who are
seeing our bills go up 40, 50 percent, are paying the price for the
price caps because California isn’t taking those on? I mean, that is
hitting us at home right now in my district, in my State, because
we are out there competing with you at your peak period at a time
which would not normally be our peak period because we don’t
have price controls.

Mr. Woob. Well, I think that your question assumes that a price
responsiveness by all consumers wo result in the reduction of
prices to the people that you repre ;

Mr. WALDEN. No. It might, but i.&ls duces the amount your
utilities are in the market or in market. Right?

Mr. Woob. Yes.

Mr. WALDEN. If demand go§s , they are not out competing

at this point, right? @

Mr. Woob. That is t

Mr. WALDEN. So ther
be less?

Mr. Woob. Well, it ought to be, but the experience has been that
there is not much of a correlation between supply—between supply
and demand relationships and price in the spot market in the West
since the beginning of last summer. And I can—if you would like—
I don’t know that I have

Mr. WALDEN. I would love to see that. I didn’t take a lot of eco-
nomics in college.

Mr. BARTON. Well, you still have retail price caps in place in
California.

Mr. Woob. Yes.

Mr. BARTON. They were suspended in San Diego briefly, and
then because of the uproar for the wholesale price passthrough,
they were reimposed in August. That is my understanding. So
there really wasn’t much of a history to determine whether there
was a price response.

Mr. WoobD. What we know is that during certain hours of the day
when demand is low and supply is adequate, that there was not
a significantly large drop in prices during those hours. And from
that, we extrapolate that—and also during days of the week and
of the month and so forth when similar conditions take place, we
saw a price plateau. We didn’t see peaks and valleys anymore.

Mr. BARTON. But I think Commissioner Schriber’s point in his
testimony that we really don’t have demand meters, I don’t know
the exact buzz word but—or a person knows what they are paying

e price on the spot market ought to
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at 4 o’clock in the afternoon, they know that on a monthly basis
they get a bill and it gives an average kilowatt per hour price, but
they don’t know that at 4 o’clock on August 10 that they should
have been charged $20 a kilowatt hour? So we have really not
given the price signal to the market at a time when it would mean
something, in my opinion. That is just an opinion, though.

Mr. WALDEN. I share your opinion, because I don’t think some of
our industries are looking at an hourly basis. They are looking over
the next 6 months. They are seeing projected rate increases for
Bonneville to be out in the spot market at 60 percent or 300 per-
cent, or something like that, and trying to figure out if they should
plant their crops, because it is going to cost 2 or 3 times as much
to pump the water later this year. So I do—I mean, I believe there
is a relationship there between demand and supply as it relates to
price. It may not be something that is quick and direct on a daily
or hourly basis, felt by the consumers, but people are sure planning
that way as we go down the road.

Let me touch on two other questions. One is when the Federal
Government mandates that suppliers with surplus send power to
utilities that may be bankrupt, who ultimately should be respon-
sible for that cost if those utilities cant pay it?

Mr. Woob. If the prices that ar charged in the wholesale
market are not just and reasonable,Sth he just and reasonable

portion should be the responsibili e ultimate users of the re-
tail ratepayers. But the remai ount should be disallowed
and should be refunded by %e rators or marketers who are

charging the unjust and g aspnable prices.
Mr. WALDEN. Okay. \'(\) argue about that part of it, but the

specific question is, whenXthg/Clinton administration, and followed
by the Bush administratiotv’for a few weeks, continued the order
mandating that some suppliers send power to companies they
might not otherwise have thought were creditworthy, are my rate-
payers going to get stuck with that bill if those utilities in Cali-
fornia can’t pay for it?

See, I look at that as kind of a takings. I am telling you, you
ought to send your credit card to my Chairman here and he may
use it and not be able to pay it back, and tough luck; and it is your
family that is going to pay the bill. And that concerns me that in
the Federal law that allows for that to occur. In an emergency situ-
ation maybe the ratepayers in a completely unaffected State in
terms of deregulation in California get stuck paying the bill while
your ratepayers have a rate cap.

Mr. Woob. All I can say is that there are many unjust distor-
tions that start occurring once we start tracing the consequences
of this dysfunctional market. I wouldn’t—I don’t want to get argu-
mentative and I wouldn’t argue really with your conclusions.

Mr. WALDEN. Let me just conclude with one other comment, be-
cause in your colloquy with my colleague from California, you
seemed to be saying that the environmental restrictions laws on
the book had no impact on power supply or price. Is that—I mean,
that is what I thought I heard.

Mr. BARTON. This will have to be your last question. We have let
you go about a minute and a half over. Let the gentleman answer
the question and we will go to Mr. Strickland.
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Mr. WoobD. Yes, that is my conclusion. We have sited and seen
constructed over the last couple of years quite a number of power
plants in California. The process may take somewhat longer than
this in some other States, but I don’t view this as an obstruction.
It may change the planning.

Mr. WALDEN. To either price or supply?

Mr. Woob. That is right.

Mr. WALDEN. Could I just have a slight follow-up since I yielded
to you?

Mr. BARTON. Oh, all right. Very slight.

Mr. WALDEN. From the perspective of the hydrosystem, clearly
the Endangered Species Act plays a role in price and supply in
water years. I am not arguing you blow that out, but I just don’t
get it, how you can say those laws don’t have an impact. Do you
care to respond?

Mr. WooD. Between 1990 and 2000 the State of California added
2,670 megawatts of new capacity. The surrounding States also
added new generation. The State of Washington added over 1,300;
the State of Oregon, 890.

The planning horizon for these things is a longer time than for
many other products. I don’t really quibble with your conclusions.
It is a very dysfunctional, distresgi ituation. I am concerned
about the hydro-issues in the Nort

Mr. BARTON. We now go to

land, for 7 minutes.

Mr. STRICKLAND. Thank r. Chairman. I will try not to use

t dpproximately, I think, 52 percent

3 this country is generated through

coal; another approximate\20 percent or so is generated through

nuclear power. I note that California and the West is heavily reli-

ant upon hydropower, and because of rainfall and the snowpack
and so on, they may be experiencing difficulties in the future.

The question that I would like to address to the four of you is
this: Do you think that we should have Federal policies that en-
courage diversity of fuel in order to make sure that no one region
of the country certainly does not become overly dependent upon a
single source of electricity?

Mr. Woob. Yes.

Mr. QUAIN. Yes.

Mr. SCHRIBER. Yes. However, I think that the market in and of
itself is going to dictate a lot. We have heard and heard and heard
about the woes of natural gas, and I think that in and of itself will
cause a lot of people to move away from natural gas. So perhaps
the national policy might be to direct industries and direct us to
adhere more to the messages that the market is sending us.

Mr. TRAVIESO. I would be concerned about that kind of a policy
because whenever we have done that in the past we have made a
mistake. It seems to me that if you picked one fuel, let’s say you
picked coal, we really don’t know what is going to happen with the
price of coal or the use of coal. Nor do we know whether the market
would want to build a baseload plant. That is really—what is hap-
pening in the marketplace, the reason these plants are natural gas
plants, is because they are the most efficient plants that the devel-
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opers want to build. So the market has caused them to use this
particular kind of fuel.

I do think that where there is a problem with competition and
market entry, like with renewables, and where we want to—if we
had a national policy that favored the use of renewable energy,
then maybe Congress should do something about that.

Mr. STRICKLAND. Okay. There are four States represented here.
Would you share with me what percentage of the electricity in your
individual States is the result of nuclear power, roughly?

Mr. WoobD. In California, the proportion is about 7 percent of the
annual average load.

Mr. STRICKLAND. Pennsylvania?

Mr. QUAIN. Pennsylvania is 36 percent.

Mr. STRICKLAND. Ohio.

Mr. SCHRIBER. Congressman Strickland, I am trying to calculate
real quick here. With our nuclear plants that I can think of, we are
probably looking at less than 10 percent.

Mr. TRAVIESO. I don’t have the exact number. I know it is 40 per-
cent above our gas and electric, which represents a significant per-
centage of the total generation. So it is probably about 20 to 25 per-
cent.

Mr. STRICKLAND. The reason I a %;g\%%s I am particularly con-
cerned about nuclear power and 't want to be a Johnny one-
note here, but the fact is that I v® we are entering into a pe-
riod in this country where Ruyssi their finger on our national
light switch. And the fact is % are importing a huge percent-
age of the fuel necessa ‘ ourynuclear power plants from Russia
and attempts are undersay tp/import even more of that fuel, while
at the same time our do capacity to create this fuel is in dan-
ger of being obliterated, I bélieve.

There is a report that was done by the Nuclear Regulatory Com-
mission last fall, a report that I have been trying to get a redacted
copy of, Mr. Chairman, so that all members of this committee and
members of this Congress can know what it says, and thus far the
NRC has refused to provide that information.

But we cannot afford to allow ourselves to enter a situation
where some 20 percent of our electricity output is controlled by a
foreign country.

I just thank this panel. I think you have helped us all to become
more knowledgeable about a whole complex of difficult issues. With
that, I will return my time.

Mr. BARTON. Thank you, Congressman.

I recognize the Congressman from Nebraska, Mr. Terry, for 7
minutes.

Mr. TERRY. Thank you.

Commissioner Wood, you were appointed by the Governor. I am
unfamiliar with your

Mr. WoobD. In California, the Governor appoints commissioners,
who are then confirmed by the State Senate.

Mr. TERRY. You were appointed when?

Mr. Woob. I took office in June 1999.

Mr. TERRY. You are a Davis appointee?

Mr. Woob. Yes.
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Mr. TERRY. Have you heard of the regional clean air incentives
market, RECLAIM?

Mr. Woob. Yes.

Mr. TERRY. In layman’s terms for us, could you explain what RE-
CLAIM is?

Mr. WoobD. Probably not real well. But there are emission quotas
or permits that were granted to various industrial facilities, and as
those facilities reduce their usage or go out of business or what-
ever, then those quotas can be traded. They are useful in
allowing——

Mr. BARTON. Will the gentleman yield? If I were to characterize
the RECLAIM program as a State program to reduce NOx emis-
sions by 80 percent from current levels over a 5-year period, and
it creates an emission trading credit system; if a plant wants to
continue to operate above its certificated emissions, it can purchase
on the open market a NOx trading credit for so much a ton, would
you say that is a fair assessment of the program?

Mr. Woob. I would so stipulate, yes.

Mr. TERRY. Just another way of saying it. Thank you, Mr. Chair-
man.

Mr. BARTON. Just to expedite the ss.

Mr. TERRY. We will get into that ‘%s well.

Now, as I understand it, the v ajority of power generation,

ars old, 40 years old, and
missions, so the payment of
the emissions, is an inherent

the power plants in California
probably have a great deal ¢
these tax credits, when the

part of the process.
Are you aware, during ast year that this crisis has evolved,
what has happened to th e of those trading credits?

Mr. Woob. This is another one of those spot market issues. On
the spot market, the prices went up considerably, although most of
the generators, to my understanding, do not rely upon spot market
purchases of those credits.

Do you know the price, the fluctuation of the price of the credit
from, let’s say, year 1999 to December of 2000?

Mr. Woob. I heard testimony back in September at hearings that
we held in San Diego, and what sticks in the back of my mind is
we saw fluctuations of on the order of tenfold or more. But I am
not sure that is true.

Mr. TERRY. Generally the price of the credit is about $1 per
pound——

Mr. BARTON. Per ton.

Mr. TERRY. Per ton.

Mr. BARTON. It is per pound. I am wrong.

Mr. TERRY. Fluctuated to as high as 50. And the average in De-
cember 1999 was $45, so $45 times an average.

Now, that certainly, as I understand the system, and maybe you
can set me straight, but when the generator has to pay in essence
a penalty for exceeding the NOx, what the State allows for nitrogen
oxide to be placed into the air, a $45 increase, this is passed on to
the cost of production, and then through the pipeline to the con-
sumer? At least, someone has to absorb that cost.

Would you agree with that scenario?

ce
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Mr. WooD. I believe there are two processes working here. One
is the permits for a certain amount of emissions, and the other is
penalties paid when those are exceeded. This is not my area of ex-
pertise.

In any case, the State, specifically the Governor, intervened in
this situation last year and has, through a negotiated process, cre-
ated accommodations for generators, because they had to run in
order to maintain reliability of this system, that exceeded their
emissions quotas.

Mr. TERRY. I understand that. It is not labeled a penalty, by the
way. You purchase this credit to exceed.

So this is all getting down into the issue of whether any environ-
mental laws from the State of California in any way affect the
price.

Are you saying, then, that the generator having to pay $1 1
month and then up to $45 or $50 per pound for this credit is not
impacting price?

Mr. Woob. It affects price on the margin. But the problem is
that even with this particular issue included with the high gas
prices, we are not seeing any correspondence between underlying
costs and prices in the Wholesale et. If we were, then your
conclusion, I think, would be true, (h e

Mr. TERRY. If a study showed t
the necessity to pay the add1t1
anywhere from $500 million A
would refute that study, tha asion?

Mr. Woob. From $500
Mr. TERRY. Yes.
Mr. WooD. It certainly did’not add that much to the actual cost

of generation. If you have a marginal pricing structure, then by
raising the marginal cost of the least efficient producer, then you
could produce a result like that in the market, I suppose.

Mr. TERRY. Thank you. I yield back.

Mr. BARTON. Thank you, Congressman.

Congressman John is recognized for 7 minutes.

Mr. JOHN. Thank you, Mr. Chairman. I have two brief questions,
one of which may seem as a follow-up to my colleague from Ohio,
Mr. Strickland. It deals with fuel diversity.

We talked about California, and Mr. Strickland talked about nu-
clear energy, but I would like to take it one step further. Do you
have the numbers, the figures in front of you, that show the per-
centage breakdown of the fuel types used by electricity generators
to supply the State of California?

I want to ask the witnesses from California and Pennsylvania to
see if there are any lessons that we may learn in this area of fuel
diversity.

Mr. Woob. As it happens, I do have those figures. I didn’t do it
in preparation for this, as a matter of fact, but I have a slide that
shows this.

These are average proportions based on experience over an entire
year. It changes quite a bit from season to season.

But about half, 49 percent, is oil and gas, which is almost all nat-
ural gas. Renewables constitute 6 percent, coal about 1 percent,

December of 2000, that
ts for these credits added
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geothermal 5 percent, hydroelectric 24 percent, nuclear 7 percent,
and then imports 8 percent.

Again, at times imports are much higher than that, and at other
times imports are almost nonexistent. The imports include various
hydro, as well as coal.

Mr. JoHN. Okay.

Mr. Quain?

Mr. QUAIN. If memory serves me, it is 57 percent coal, 36 percent
nuclear. The last percent is a combination of oil, natural gas, and
a little bit of hydro, some renewables.

Mr. JoHN. Looking at those percentages where gas is a
prominant generator in both of your States, somewhat, coal being
more in Pennsylvania and hydro being a player in California.

Are there any conclusions that we can draw about fuel diversify
or maybe we should diversify a little more?

Are there any conclusions that you could see?

Mr. TRAVIESO. Yes, which is why I answered your earlier ques-
tion in one word, yes. Fuel diversity to me is a hallmark, just like
financial diversity is a hallmark for personal finances. You want to
be able to put on and shut down facilities at points in time when,
as compared to other fuels that are owg,there, other generators are
there, that are high. So at a point i e when natural gas is high
and coals are low, you burn less urabgas for generating pur-
poses and increase your coal. Thi hing with nuclear.

But if you don’t have a dive s@ can’t take advantage of the
cycles of the marketplace as tife ecepfomy drives one particular fuel
over another.

Mr. BARTON. Will the

Mr. JOHN. Yes.

Mr. BARTON. I want to ask the chairman of the PUC in Pennsyl-
vania, you mentioned a little bit of supply of renewable in your
supply equation. But my understanding is on the consumer side
that a fair number of Pennsylvania consumers have opted for the
green consumer option.

Do you know offhand what percentage of your switchers have
switched to the so-called green—retroactive.

Mr. QUAIN. I don’t know the exact number. I would be happy to
give that to you offline, because I think it might be proprietary.
But we had virtually no green power in Pennsylvania before elec-
tric deregulation. Now some of the highest energy in the country
was produced in the Philadelphia area. We have a lot of consumers
who are paying even higher than those rates just to say that they
are using green power.

Mr. BARTON. But that is a proprietary number?

Mr. QUAIN. The number of customers, I believe it is. But I would
be happy to give it to you.

Mr. BARTON. We don’t want to get proprietary information, but
any generic——

Mr. QUAIN. It has been one of the real thrills. When we did this,
we knew there would be consequences we could not foresee.

I never dreamed, for a PICO customer paying some of the high-
est rates in the country, that there would be many who would be
willing to say they would pay more to say they are burning envi-
ronmentally compatible energy.

n yield?
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Mr. BARTON. These are some of those rich Republicans in the
Philadelphia suburbs that want to be green, is what it seems to me
like.

Mr. JOHN. I would ask the gentleman, how complex and flexible
can you be in turning off and on, as you mentioned earlier, the
market supply, when the gas prices are up? Can you turn that off
and on? Help me

Mr. QUAIN. With certain facilities you can. You have what you
call baseload facilities, and then you have peaking facilities. That
is why a grid like PJM is a very efficient and effective way, not
only for reliability but for pricing purposes.

When you look at low curves, in the morning when we are all
asleep, the load is very low and you are burning the cheapest
power to meet that demand. As people get up and start to turn on
their ovens and start to ride the trains to work and the manufac-
turing facilities are starting to tune up, you can see that load grow.
So as that load grows, you continually put on, incrementally, the
more expensive generation to meet that demand. That is why we
got into the conversation over here about time-of-day rates.

So yes, that is exactly what happens. By the time you hit your
peak, you are stressing the system to the extent that all generators
that are up and running properly . i
down that demand to a reasonable tekel flatten it out, then the
result is you are burning less, expensive fuel, and still meet-
ing the demand that you need % expensive fuel.

Mr. JoHN. I want to get t8( myavext question here. There is a
i ixdes_today, the headlines are, “Impa-
risis Grows.” It is talking about

of California to take over the transmission grid in exchange for
paying billions of dollars to the utilities to help them refinance all
of their debts.

I would like your comment this scenario. I would like to know,
is that a good thing, a bad thing? Is that just a Band-aid, a quick
fix, or can the State actually handle the grid and the operation of
it by owning it?

I am just concerned about where this is going. Maybe just a brief
comment from you. Is that a viable solution?

Mr. Woob. Of course, I have personal opinions about it, but I
would like to ask if I could take a pass on that, specifically because
the issue is before the legislature and the Governor right now. I am
not an elected official in the State. I think it would be appropriate
for me to stay out of that debate until I am called upon by our
State elected officials.

Mr. JOHN. Okay. That is all I have, Mr. Chairman.

Mr. BARTON. Thank you.

The gentleman from Kentucky, Mr. Whitfield, for 7 minutes.

Mr. WHITFIELD. Thank you very much.

Mr. Wood, you had indicated that in California, that 1 percent
of the electricity produced is produced by the use of coal. Is that
correct?

Mr. Woob. That is the in-state proportion, that’s right. We do get
quite a bit of coal-fired power from outside of the State.
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Mr. WHITFIELD. About 20 percent of your demand is met by out-
side-produced power, is that correct?

Mr. Woob. The imports are about 8 percent, on average.

Mr. WHITFIELD. 8?

Mr. WooD. On average. As I said, at times it is quite a bit more
than that.

Mr. WHITFIELD. I read some article a while ago that said that
you were importing about 20 percent of your total demand.

Mr. WooD. The numbers that I am providing are historical data,
and it very well may be that certain things have changed. I am
sorry, I don’t have really an exhibit to offer here. I could get it for
you if you would like.

Mr. WHITFIELD. That is all right. In Pennsylvania 57 percent is
produced by coal?

Mr. QUAIN. That’s right, Congressman. Frankly, I would like to
see more, if we could make it comparable with the clean air quality
standards.

Mr. WHITFIELD. What about in Ohio?

Mr. SCHRIBER. Much more than 57 percent. I can’t tell you the
exact number.

Mr. WHITFIELD. Maryland?

Mr. TRAVIESO. Similar to Penns 1a. The majority of our elec-
tricity is coal-produced.

Mr. WHITFIELD. Mr. Wood, w, is bill was passed in Cali-
fornia, many people refer to it a cturing rather than deregu-
lation because a lot of the Is deregulation were never met.
But the utilities were .“E'i o divest themselves of 50 percent

of their generating cap s\that correct?

Mr. Woob. Of their fi erating capacity, yes.

Mr. WHITFIELD. Okay. And the other 50 percent was required to
be sold to the power exchange, is that correct?

Mr. Woob. All of their retained generation, which it turned out
they actually divested 100 percent of their fossil generation, but
they retained hydro, nuclear as well as some long-term contracts
and out-of-state produced power that was utility controlled. That
was required to be sold into the power exchange, yes.

Mr. WHITFIELD. Okay. And then they were required to buy back
from the power exchange?
| l\c/{r. WoobD. That’s right, all of their needs to serve their domestic
oad.

Mr. WHITFIELD. And any demand that you could not meet from
power generated within the State, you obviously had to go out of
the State to buy?

Mr. Woob. That’s right.

Mr. WHITFIELD. And it is your position that part of the problem
is that these wholesale prices were unjust and unreasonable?

Mr. Woob. That is right. And not just we were paying, but prices
that existed throughout the Western Interconnect in the wholesale
market.

Mr. WHITFIELD. It is my understanding that the power exchange
also was buying power from municipally owned or government-
owned utilities in California.

Mr. Woob. That’s right.

Mr. BARTON. Will the gentleman yield?

8
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Mr. WHITFIELD. Yes.

Mr. BARTON. I know you are just one commissioner and you are
not the government of California, but if in fact it was the political
wisdom of the powers that be in California that these wholesale
rates were unjust and unreasonable, why did they not immediately
let people go outside the power exchange and enter into bilateral
contracts, enter into long-term contracts, and even, heaven forbid,
go to the New York Mercantile and begin to hedge against these
prices?

If in fact you really believed that the prices were unjust and un-
reasonable, why did that not happen until effectively the FERC
came in, I believe in December, and basically threatened to abolish
the power exchange if California government did not do it?

Mr. Woob. The first indications of market dysfunction started to
show up on May 22, but that was just a series of peaks. We didn’t
actually see sustained high prices until the first week in June. We
started to recognize that we had a problem by late in June, and
by August 3 we had considerably expanded the ability of the utili-
ties to enter into long-term contracts.

So that is a remarkably fast turn-around for regulators in our
State, and I think for public officials ost anywhere, frankly.

Mr. BARTON. By definition, if yo have a market, a willing
buyer and a willing seller, by defi n t price is just and rea-

sonable or the buyer would not the seller would not sell.
@ 1

I am just saying that is Just p nomics 101, this whole con-
cept of just and reasonable, en ook at the facts. There have
been several studies by the \ staff, and I understand even in
California by some of €k 5 dtory authorities. They don’t come
to the conclusion that—ob ¢o sly the prices were high, but the
prices were high because thiére was a huge demand, and the price
naturally did not get through to the consumer, so the demand in-
creased.

You had an unregulated wholesale market but a regulated retail
market, which I might stipulate might be unjust and unreasonable
State legislation.

Back to the gentleman from Kentucky.

Mr. WHITFIELD. I agree with you, Mr. Chairman.

I was reading an article in the National Journal, and it was talk-
ing about the fact that many people in California feel more power
should be generated by government-owned utilities, by municipally
owned utilities, and that public power is the way to go.

Yet, when we do the analysis, and someone’s testimony that I
read for this hearing pointed out that these State agencies and
local water authorities in California have been selling excess power
to the power exchange, and the State water project, they said, for
example, made $23, %24 million in profit from selling power to the

ower exchange. Los Angeles Municipal Authority made close to
5200 million in profits by selling power to the power exchange.
Even the city of Redding earned over $8 million, and the local mu-
nicipalities using the preference power were buying power from
Bonneville Power Administration and selling that at 5 to 10 times
what they bought it for, and that Bonneville Power itself in the
year 2000 made $207 million in profits, a 116 percent increase over
what they had made the previous year.
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So it looks like to me that even the public power utilities are
making money on your situation as well. The thing that particu-
larly seems unfair about this, unlike the State’s private utilities,
the munis were not required to sell off their generation plants,
were not forbidden to sell off long-term contracts to hedge against
price increases, and they had the option of buying from and selling
into the power exchange, while not being required to do so.

So this argument that public power is the way to go—it seems
to me there is really not any rational reason that we should believe
that, with the advantages that they have under this deregulation
law in California.

Would you agree with that, or not?

Mr. Woob. The behavior of the municipal and government-owned
utilities in the California market was they behaved similarly to pri-
vate companies, for profit maximization.

What creates the attractiveness of entities like Los Angeles De-
partment of Water and Power, which is the country’s largest mu-
nicipal, is that they did not in fact deregulate in the sense that the
other utilities did. They didn’t divest their generation capacity;
they kept adequate generation, they retained regulated retail rates,
and as a result of that, rates in that segvice territory remained sta-

ble and reasonable. The utility its not put in financial jeop-
ardy.
Whether that is an argument icipal power or just a gen-

eral argument against the wa
investor-owned utilities, people

Mr. WHITFIELD. You grg
not required to divest, ¢

Mr. WoobD. They wers
generation, but they con
quired to do.

Mr. WHITFIELD. The munis were not required to divest?

Mr. Woob. They were not. There was an internal debate. There
was a very close call. Originally the mayor of Los Angeles wanted
to divest their generation, but the city council informally prevailed
and they held onto all of their generation.

Mr. WHITFIELD. It is true that Governor Davis

Mr. BARTON. This will have to be your last question.

Mr. WHITFIELD. You took my time.

Mr. BARTON. I took 1% minutes of your time.

Mr. WHITFIELD. But the Governor has issued some abatement or-
ders, and he is doing executive orders that do not require bringing
these utilities online to meet all the existing environmental and
regulatory requirements, is that correct?

Mr. Woob. I am not sure which utilities you are referring to. Are
you referring to new power plants?

Mr. WHITFIELD. Yes, new power plants.

Mr. WooD. I believe in a general way all of the requirements re-
main. However, the permitting processes have been dramatically
speeded up. He has put together what is called a green team,
which helps to expedite these processes and cut through govern-
ment red tape.

Mr. WHITFIELD. Thank you.

Mr. BARTON. The gentleman from Massachusetts, Mr. Markey.

about deregulation for the
aw their own conclusions.
o the investor-owned utilities were

guired to divest a large part of their
derably exceeded what they were re-
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Mr. MARKEY. Thank you, Mr. Chairman.

Mr. BARTON. Seven minutes.

Mr. MARKEY. Thank you, Mr. Chairman.

Last fall the FERC conducted an investigation into the California
situation. That investigation found the California electricity market
was “seriously flawed and caused unjust and unreasonable rates
for short-term energy.” The FERC also found that California’s en-
ergy regime provided “an opportunity for sellers to exercise market
power when supply is tight.”

What actions do you think FERC and this committee should take
when a State or regional electricity market becomes dysfunctional,
as California has, and should we give FERC stronger market power
authority, including, one, authority to mandate participation in re-
gional transmission organizations, and to assure RTOs are fairly
structured; two, enhance merger review authority, including the
power to review mergers of utility holding companies, generating
companies, or power marketers; three, authority to assure there is
open and nondiscriminatory transmission access and an ability to
interconnect to transmission systems; and four, enhance authority
to take action against bad actors who game the system, manipulate
prices, or cross-subsidize unregulateg-businesses using monopoly
transmission or distribution assets? %

n.
espect to the RTOs, the re-

Dr. Schriber?
First of all, I believe it w
gional transmission orgg’%, at should clearly have been a

Mr. SCHRIBER. Thank you, Co
FERC endeavor, includir ransmission access, because that
after all deals with the al interstate, if you will, transmission
of electricity.

Mr. MARKEY. Do you agree with that, sir?

Mr. TRAVIESO. Yes, that is NASUCA’s position.

Mr. MARKEY. Do you agree with that, Mr. Quain?

Mr. QUAIN. Yes.

Mr. MARKEY. Mr. Wood?

Mr. Woob. No.

Mr. MARKEY. Mr. Schriber?

Mr. SCHRIBER. Merger review, I believe the States should main-
tain merger review. In general, if market power is of great concern
within a State because of the outcome of a merger, that should be
something——

Mr. MARKEY. You don’t think the FERC should have merger re-
view?

Mr. SCHRIBER. No.

Mr. MARKEY. Mr. Travieso?

Mr. TRAVIESO. We disagree with that. This is a regional market.
These are regional companies, if not national companies. We are
very concerned about market power, and particularly the relation-
ship of gas and electric companies. We would support merger re-
view.

Mr. MARKEY. Mr. Quain?

Mr. QuaAIN. I think forecast merger authority. I don’t know to
what extent.

Mr. MARKEY. Enhanced
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Mr. QUAIN. I don’t think so. I think that is primarily a State ac-
tion. We do look exactly at that, and have held hearings and made
conclusions with regard to market power.

Mr. MARKEY. Mr. Wood?

Mr. Woob. I believe FERC should have enhanced merger review
authority, but that this should not preempt the States to also make
decisions.

Mr. MARKEY. Very helpful.

Next, Dr. Schriber?

Mr. SCHRIBER. I am not sure what the next was, sir.

Mr. MARKEY. The next one would be to assure open and non-
discriminatory transmission access.

Mr. SCHRIBER. That, too

Mr. MARKEY. And interconnection.

Mr. SCHRIBER. Interconnection would be intimately related to the
regional transmission organization issue, and therefore would be a
FERC endeavor.

Mr. MARKEY. Do you agree with that?

Mr. TrRaVIESO. NASUCA supports that.

Mr. MARKEY. Mr. Quain?

Mr. QUAIN. Yes. But they alreadyggx; adequate authority on

ie

that. I am not sure they need more

Mr. BARTON. Would the gentlema

Mr. MARKEY. Yes. (x

Mr. BARTON. The two chairma “\
their State should have any &t u_«’
siting issues, transmissiopHnes

Mr. SCHRIBER. Absol atig

Mr. QUAIN. Siting, Sir)\y
tion over transmission. Wellook at it and work with the FERC on
it, but we do that through a collaborative process, and it works.

Mr. SCHRIBER. The siting is one issue, the economics is another.

Mr. MARKEY. Mr. Wood?

Mr. WooD. At least with respect to the western States, there
should be considerable Federal deference to voluntary cooperative
efforts among the States.

Mr. MARKEY. What if there is no voluntary cooperation?

Mr. Woop. I think there should be some minimal Federal stand-
ards for open transmission access, although I believe that we al-
ready have workable processes for a regional transmission organi-
zation.

Mr. MARKEY. Sometimes States don’t want to cooperate with
other States, though. Have you noticed that?

Mr. Woob. Yes, but we have a history prior to our deregulation
of close cooperation among the western States.

Mr. MARKEY. We are not talking about before deregulation, we
are talking about after deregulation. How has it been working since
then? A little bit more fraternal tension?

Mr. WoobD. As I indicated in my testimony, we are working to-
ward improving cooperation, for obvious reasons.

Mr. MARKEY. We won’t call it a dysfunctional family, we will just
say you are going through a difficult time with other family mem-
bers in the region. Sometimes you need someone to move in. I'm
just trying to stay within my time.

fthe PUCs, they don’t think
y on transmission issues and
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Mr. BARTON. It is so delightful to see Congressman Markey try-
ing to stay within the time.

Mr. MARKEY. I am trying to stay on time, Mr. Chairman.

Finally, on the enhanced authority to deal with the bad actors,
the gaming of the system, manipulating of prices, the cross-sub-
sidies, should the FERC have enhanced power to be able to deal
with those issues, since they by definition in many instances go
across State lines? Mr. Travieso?

Mr. TrRAVIESO. We agree. We don’t think they have adequate
powers now. We think they should be enhanced.

Mr. MARKEY. Dr. Schriber?

Mr. SCHRIBER. Within the State we have plenty of authority. We
should use that authority.

Mr. MARKEY. How about across States lines when they are gam-
ing, so you can reach the bad actors?

Mr. SCHRIBER. Gaming is something created by the market. I am
not sure it is irrational behavior.

Mr. MARKEY. Can you reach all the cross-subsidization of un-
regulated business issues within your own State, or do you need
any outside long arm reach?

Mr. SCHRIBER. Within our own S we have rules of conduct of
all players in the electricity mark % those that are unregu-
lated.

Mr. MARKEY. Mr. Quain?
Mr. QUAIN. I agree with Dp: er again, we have adequate
authority in the State. I thi % is where it belongs. If there is

criminal activity, therg on the books that exist already

i % era.

Mr. MARKEY. Mr. Woo srihanced FERC authority?

Mr. WooD. In the wake of divestiture, we do not have that au-
thority in the State anymore, and I think FERC has considerable
authority which they have so far chosen not to exercise.

But I would strongly support additional authority, as well as di-
rection from Congress.

Mr. MARKEY. Dr. Schriber, Mr. Quain says there is already ade-
quate authority at the State level. You have said you don’t have
adequate authority at the State level, it is Federal level, and you
don’t think it should be at the Federal level because it doesn’t have
to be at the Federal level, and you are saying it should be en-
hanced at the Federal level because you don’t have it at the State
level, which leads to a rather disconcerting set of circumstances.

Mr. BARTON. That is why we are holding these hearings.

Mr. Woobs. Congressman, just briefly I prefaced my comment
saying in the wake of our divestiture, had we not seen the divesti-
ture of these plants, we would have retained considerable State au-
thority. That may be the case in other States.

Mr. MARKEY. Okay.

Thank you, Mr. Chairman. I appreciate your giving me this time,
and I tried to reciprocate by staying within your very wise time
limits.

Mr. BARTON. Thank you. All joking aside, it is obvious that Con-
gressman Markey knows the issue. He has been on this committee
a long time. Those were excellent questions. Those are some of the



87

key questions we will address as we move toward structuring a re-
structuring bill.

Mr. MARKEY. Praise from Caesar. Thank you. I appreciate it.

Mr. BARTON. An acknowledgment of the ability of the gentleman
from Massachusetts.

Another very distinguished and able member of this sub-
committee, the Mr. Cox of California, for the last round of ques-
tions to this panel.

Mr. Cox. Thank you, Mr. Chairman. I have to say, despite all of
the horror stories coming out of my State in California, it is a
pleasure to hear the stories from other States, and it is good to
know that it does not have to work the way it worked in California.

I am particularly pleased to hear what is going on in Pennsyl-
vania, where customers have been given a meaningful choice be-
tween electricity companies, new companies have been encouraged
to enter the market, something that has not happened in Cali-
fornia, prices have gone down, people, according to consumer sur-
veys, are happier with their service than anyplace else in the coun-
try.

So I think we would do well today to spend a little bit of time
eliciting from Mr. Quain as much as can about how not to make
even worse the problems we have i ifornia.

Let me start by trying to clear thé&ar something that seems

unwilling to go away. That is t&j@? ion that what happened in
California was deregulation.

It is so vastly different tha$f has happened in these other
States, where we have hadco tition, we have had consumer sat-

gd down, we have had supplies in-
t it straight to the representatives

crease, that I just wa
from other States.

In 1996, the California legislature mandated a 10 percent reduc-
tion in retail prices. It imposed that price cap effectively until 2002.
By law, it created a government-run monopoly power exchange that
prohibited any utility from buying power on the open market. It
outlawed market contracts for electricity beyond the spot market.
It specifically outlawed forward contracts. It outlawed any market
transactions between utilities and power generators. It forced utili-
ties to sell significant portions of their power generation.

It did a lot of other dumb things, too, to prevent people from
coming in, or at least to discourage them from coming in, such as
saying that you have to buy a new meter to put on your house at
the expense of hundreds of dollars if you are interested in switch-
ing.

For all of those reasons, we should not be surprised, not only at
what is going on in California, but also that only 2 percent of retail
customers ever experienced anything like changing.

So let me put the question based on that premise: Is that, in
your view, deregulation, or is that just restructuring the way
things work? I will put it to each member of the panel.

Mr. TrRAVIESO. In Maryland, we did No. 1 and we didn’t do any
of the other ones. There is a statutory rate reduction. We didn’t ne-
gotiate a 6%2 percent rate reduction. We do have price caps which
last between 4 and 8 years. We all thought that was important.
Our legislature, our Governor, thought that was important.
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Mr. Cox. I appreciate that. All I am asking, I think it should go
without saying that if you have price controls in place, that you
have regulation. That can be good, that can be bad. We can talk
about that. But we should not be mistaken about what it is. It is
a regulation.

Mr. TRAVIESO. It is a regulated rate, and we wanted that.

Mr. Cox. Right.

Would you consider what California did to be regulation, or its
opposite?

Mr. TRAVIESO. It is a mix. It is a mix.

Mr. Cox. Specifically, the things that I outlined, are those regu-

competitive market given

lations?

Mr. TRAVIESO. Those are regulations. Yes, sir.

Mr. Cox. They certainly seem to me to be precisely that.

Dr. Schriber?

Mr. SCHRIBER. At the risk of sounding somewhat absurd, I would
say it is regulated competition. It is purely regulated, and to some
degree competitive, but mostly regulated.

Mr. CoxX. You are describing now California.

Mr. ScHRIBER. California.

Mr. Cox. I think—I will give yo oment to explain. What I
am trying to understand is whethex %%egulation.

Mr. SCHRIBER. It is absolutely reghlation, it is in my mind
a restructuring, an attempt to i €
constraints that are regulated

Mr. Cox. All right. &

Mr. Quain?

Mr. QUAIN. It is defin not deregulation. I am not sure how
I would characterize it.

But let me add, none of us are purely in a deregulated market
at this point. Stranded investment recovery is not deregulation, ei-
ther. Neither are price caps. What I think the challenge is, is how
you move from a monopoly environment to a purely deregulated en-
vironment. That is a period of transition, and States have handled
that differently.

Mr. Cox. How would you compare your State with California on
the spectrum of progress from a purely regulated monopoly utility
system to market competition that is not much regulated?

Mr. QUAIN. We are encouraged by the benefits we have seen over
the last 3 years, but we recognize, I think as has been said here
by my friends from Ohio, that we need to be vigilant. We need to
watch this thing and manage it for not just the next couple of
months, but for years going forward, until we get out of the whole
stranded investment recovery, we get out of rate caps, we get out
of the upset between supply and demand, the wholesale market
settles down, and we truly do have an open and competitive mar-
ket.

We have made tremendous progress, but we continue to have to
work at it.

Mr. Cox. Mr. Wood, you got appointed in 1999. You were pre-
viously on the record opposing what was done in 1996, so your fin-
gerprints are not on this.
How do you characterize it, regulation or deregulation?
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Mr. Woob. I think Chairman Quain’s description was a good one,
but one thing I would point out is that you could say similar things
about virtually any of the State’s restructuring efforts. Virtually
every State that I am aware of has some sort of residual bench-
mark or default kind of regulated rate for a transitional period,
which California had as well. We screwed up a lot of other pieces
of it, which some other States hopefully have not done yet.

Mr. Cox. Let me now talk about the future, because the future
is coming very, very fast.

In today’s papers, there is more evidence that the State of Cali-
fornia, the State government, is moving toward acquiring trans-
mission.

I wonder if I could hear from—Dr. Schriber, you seem interested
in commenting. We will start with you.

Mr. ScHRIBER. Congressman, I think that the first thing Cali-
fornia, in my opinion, needs to clean up is its financial situation.
We are talking about billions and billions of dollars, and I can’t
imagine anyone wanting to transmit power, I can’t imagine anyone
wanting to provide power with the specter of not being repaid.

So if the government of California is to participate, I would say
it would be, first of all, to guarantge the extent that they can,
a certain level of debt by which th %ies in and of themselves
can begin to operate.

I don’t think that in any sha ner the State should take
over any of the facilities invol conveying of electricity.

Mr. Cox. Mr. Quain, dg ﬁ%g view on that?

Mr. QUAIN. I have yge ¢ fo Sethe government run much of any-
thing that private ind dannot run better if the rules are set
properly. They are clearly\pet'in California.

It would make me very nervous to be part of advising any State
official in that environment to take over that process. I think you
have to fix the underlying problems and get the market to help
work with you, not against you.

Mr. Cox. If the State of California ends up owning the trans-
mission lines and if they are then leasing them to the utilities, it
is pretty clear that the State of California is in the business. About
20 percent of California’s electricity is now provided from other
States, but the State of California, which is supposed to be the reg-
ulator, is also going to be the regulated entity.

We saw in spades how this did not work in the Soviet Union. The
worst environmental protection in the world existed in the Warsaw
Pact countries, the horrible problems that we may never clean up
in our lifetimes, because there was not an arm’s-length relationship
between the regulated entity and the government that is supposed
to be the regulator.

How does California, as it gets into this business, avoid that con-
flict of interest? Maybe I should start with our consumer advocate
who is here.

Mr. BARTON. This will have to be our last question.

Mr. TRAVIESO. I think there is a model that exists already. It is
the municipal utility model, which has been very, very successful
and has produced some of the lowest rates in the country.

Mr. Cox. They are regulated by a different level of government.
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Mr. TRAVIESO. They are regulated by a public service commis-
sion, but the model is, they actually own the transmission system.
They own the delivery system and they own some generation, and
they buy the rest through long-term contracts, and that system has
actually worked.

1\{[)1‘. Cox. But you have got to have an arm’s-length regulator,
yes?

Mr. TRAVIESO. They are owners of both generation and distribu-
tion, so there is—they are like an old-fashioned vertically inte-
grated utility.

Mr. CoX. You don’t need an arm’s-length regulator?

Mr. TRAVIESO. We don’t regulate municipal utilities. They are
subject to their recall votes. They are just like elected officials who
run the municipal utilities. They can be voted out of office if they
don’t do the right thing.

Mr. Cox. They didn’t do the right thing in California. The utili-
ties, as we just heard from Mr. Wood, that were owned by the gov-
ernment ended up profiteering.

As a matter of fact, municipals get preference on Federal power,
and they bought Federal power at very cheap rates and they resold
it at a markup of 500 percent to l%iercent, and profiteered

a

from the situation.
Is that not evidence that we need s-length regulator?
Mr. TRAVIESO. From the co% erspective, I would much
at

rather have been a customer os Angeles municipal util-
ity than I would be in the situgtio
Mr Cox. Because the werevexempted from the 1996 law. They

y-
performed the function just like a
regulated utility would. They actually are proof in California that
the regulated model works better than the deregulated model.

Mr. Cox. Mr. Chairman, I think my

Mr. BARTON. Not quite. What that proves is people that actually
plan on a supply reserve sufficient to meet expected demand works
well. We give the municipal authority of the city of Los Angeles
great credit for having the foresight——

Mr. Cox. To be exempted from the 1996 law.

Mr. TRAVIESO. That is what long-range planning is. That is what
the utilities were required to do under the vertical integration.

Mr. QUAIN. Can I add one thing? I am nervous about what my
colleague is saying over here.

My understanding of how regulation—how independent boards
started in the first place is because these kinds of decisions did not
lend themselves to the legislative process. They are difficult. You
have to raise rates. They are unpopular. They are hard. They are
not politically driven.

If we all agree that even putting them in separate agencies, as
I believe is not the best answer, we have to move even from that
to something more competitive. Going back the opposite way has
to be an absolute wrong solution.

Mr. Cox. Mr. Chairman, I will just wrap up and observe that it
has been said here by this panel that California needs to get its
fiscal house in order, rather than take on these new liabilities. I
think that we are kidding ourselves if we think we are protecting
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consumers by capping these rates in our State, in California, at the
same time that the State government is spending $1 billion each
month to go buy power in the spot market, and then prepares to
issue these power purchase bonds which all these taxpayers are
going to have to pay for.

That $1 billion a month works out to about $50 per taxpayer in
the State of California each month that is getting passed on di-
rectly to taxpayers. You can pay it as a citizen taxpayer or you can
pay it as a ratepayer for electricity, but you are still paying for it.

What we are doing I think is trying to mask what is actually
going on and causing even further distortions of the market. So I
am very, very concerned. I am very pleased that we have some
good examples before us today that we can follow. I look forward
to the next panel.

Mr. BARTON. Thank you.

We want to release from purgatory this panel. I want to ask for
the record, though, before I release you, my opening question asked
for supply demand information in terms of capacity generation,
both baseload and peak load. I would like each of my chairmen and
my commissioner to get that for your respective States, and if it is
possible, for you to get it for the St of Maryland. You are not
an elected official or an appointed ial, but if it is possible, we
would like to have it from Maryland&&lso:

Mr. TRAVIESO. Yes. I could get you, Mr. Chairman.

Mr. BARTON. I would also like unanimous consent that we
submit into the record a Degem 21 document from the Cali-
fornia Energy Commissjgi—entitled “Docket 000 Site 2,” to request
information from the <Saliforni
these siting issues, an 30
record a Congressional Rs$€arch document entitled “Air Quality
Issues,” with specific emphasis on the reclaiming program in the
State of California.

Is there objection?

Hearing none, so ordered.

[The information referred to is retained in subcommittee files.]

Mr. BARTON. Gentlemen, thank you. We will probably have addi-
tional written questions for you for the record. We would ask that
you reply in a timely fashion. We appreciate your attendance and
your testimony.

As they are leaving, we are going to have a 10-minute break. It
is quarter ’til, so at 5 until we will reconvene, and we would like
our second panel to be at the table at 1:55.

We will recess for 10 minutes.

[Brief recess.]

Mr. BARTON. I think our panel is available. Although I said five
till, we will start a little bit early, and hopefully we will have other
members in attendance.

I want to welcome our second panel. Our first panel was the pub-
lic sector. Our second panel is the private sector. These are the peo-
ple that have either done business or attempted to do business in
some of the States that we have looked at today, and we in addi-
tion have an academic expert who is from California who has
looked at some of these issues and lived some of these issues, so
to speak.
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We are going to start with Mr. Peter Esposito, who is the Vice
President of Regulatory affairs, Dynegy. We welcome you to the
subcommittee Mr. Esposito. Your testimony is in the record in its
entirety, and we will welcome you for 8 minutes to elaborate on
that.

Mr. EsposiTo. Hopefully, I can use less, Mr. Chairman.

Mr. BARTON. Hopefully.

STATEMENTS OF PETER G. ESPOSITO, VICE PRESIDENT OF
REGULATORY AFFAIRS, DYNEGY INC.; JOHN W. ROWE, CEO,
EXELON CORPORATION; ROBERT LEVIN, SENIOR VICE
PRESIDENT FOR PLANNING AND DEVELOPMENT, NEW YORK
MERCANTILE EXCHANGE; ADRIAN T. MOORE, EXECUTIVE DI-
RECTOR, REASON PUBLIC POLICY INSTITUTE; AND JOHN R.
FIELDER, SENIOR VICE PRESIDENT OF REGULATORY POL-
ICY AND AFFAIRS, SOUTHERN CALIFORNIA EDISON

Mr. EsposiTo. Mr. Chairman, members of the subcommittee, I
appreciate this opportunity to appear before you today. Dynegy
owns or controls approximately 14,000 megawatts of generating ca-
pacity in the United States, of which 2,750 is in California. That
is about 5 percent of the California

Despite our relatively small pregence”in California, we have
spent thousands of hours and s of millions of dollars to
provide California consumers esses with power. As a re-
cent FERC staff 1nvest1gat10 QLev d, which I would like to enter
into the record with your e‘ dission, we have been running the
generating plants we kg rom the California utilities in 1998
and 1999 more heavily innthe/last year than in the last 3 years and
perhaps ever.

[The information referred to can be found at:]
http://www.ferc.fed.us/electric/buklkpower/Public-Feb1.PDF]

Mr. EsposiTO. These intermediate and peaking plants are 30 to
40 years old and inefficient. Because California’s current needs are
resulting in delayed maintenance we were forced to run them until
they break, often at great additional expense, and despite growing
financial risk we have committed to produce power.

Dynegy is presently negotiating with the California Department
of Water Resources on a long-term sale at prices substantially
below current spot prices. Dynegy takes its mission to serve our
customers very seriously. It is good public and corporate policy to
recognize that no one benefits if power is not reliable and con-
sumers are shocked with staggering price increases.

What went wrong in California, I think we have pretty much cov-
ered the base. I am going to sort of summarize my remarks here.
Essentially, California has added no generation in the last 10
years. That number is 600 megawatts. Meanwhile the peak has in-
creased 15 percent, 33 percent in Silicon Valley. Notably California
is dependent on imports for about 25 percent of its peak load. Last
year it lost about 5,500 megawatts of import capabilities because
of a dry hydro year. Now, that is a big chunk of its load.

Also, we had a significant increase in natural gas prices. Spot
prices increased five to tenfold in December and January and have
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doubled for long-term contracts for the natural gas that fuels 50
percent of California’s generation.

Congressman Markey referred to this as the perfect storm. I use
the same term and many others do.

California overrelied on spot and real-time markets. No one
waits around until the last minute to buy airline tickets at the
highest price. Yet this is exactly what the California power market
was operating at until January 1, and because of other aspects of
California’s legislation San Diego customers who never had a real-
istic chance to enter into long-term fixed price contracts also paid
those highest last minute prices last summer.

And as we spoke about just now, California did not deregulate
the market. They deregulated only the wholesale side, maintaining
price caps on the retail side. This capped competition out. Competi-
tion would have provided customers with the opportunity to enter
into fixed price contracts on their own which they were essentially
unable to do because of the structure of the California market.

They isolated customers from real price signals that could have
caused them to reduce consumption. In fact, the retail rate increase
of 10 to 30 percent in the context of a portfolio of long-term and
short-term forward contracts would likgly solve California’s current

financial crisis. When I explained, to one San Diego man of
modest income, he responded this b the price of a Snickers
a day to fix the problem.

Other States have not and ake the same mistakes as
California. Texas. Unlike C exas started down the path
toward deregulation i 1ronment where generation was
being added, some 8,6 0‘ tts in the last 5 years with 12,745

megawatts under const wetion for operation in 2002. Texas is up-
grading its transmlssmn fagilities and has an expansive gas pipe-
line infrastructure. In implementing retail competition, Texas has
a price to beat structure similar to Pennsylvania’s shopping credit
structure, both of which encourage retail competition. Both have
mandated price cuts but in neither case is the utility required to
buy in real-time from the spot market. In Texas there is also an
adjustment for fuel increases. So customers will see price increases
subject—resulting from fuel.

Illinois’ retail choice program incorporates transition power pur-
chase arrangements where utilities who divested their generation
entered into long-term buyback contracts rather than again de-
pending solely on the spot market.

The basic message I would like to leave you with today is not to
overreact to the California power crisis. The market is already self-
correcting for natural gas price increases which drove a lot of the
increase in the price of power this fall and winter, and producers
are drilling at a frantic pace. FERC is taking action to address
wholesale power market issues, and California, albeit long after it
could have obtained more favorable prices, is addressing long-term
contracting issues.

Congress need not micromanage these issues. Rather, it should
develop a well thought out national energy strategy and address
the need for open access to power transmission lines as we have
spoken about earlier. This policy should include addressing the
need to increase supplies of natural gas and power through access
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to public lands for drilling and efficient siting of both power and
gas transmission lines.

Remember, gas fuels 90 percent-plus of new generation of Amer-
ica. Increasing supplies of gas is the No. 1 thing that will reduce
the cost of power in this country in the short term.

1Encourage full diversity, clean coal renewables, perhaps even nu-
clear.

Promoting demand site responses, for example, incentives for
conservation and efficiency research and development, tax credits
for conservations and the like.

Repealing the Public Utilities Holding Company Act so that ex-
cessive costs can be removed from transmission and distribution
assets and economies of scale realized.

Affirm FERC’s authority to require participation in regional
transmission organizations and otherwise encourage FERC to exer-
cise all its authority to assure that new generation is inter-
connected as quickly and cost effectively as possible. I have spent
a lot of time this morning talking about the need for transmission.
Unless you can interconnect the generation, that transmission is
not going to be of a whole lot of use.

And finally, give FERC eminent domain authority, when nec-

essary, to resolve interstate transmj siting problems.

In the short term there is no sil bullet that is going to fix all
of California’s ills. California m its part by finalizing long-
term contracts currently bein igted with Dynegy and other
suppliers and by developing 4 m nism to pay the outstanding

balances owed to power s 50 that order can be restored to

DY)
the market.

ment should be aware of ¥3/¢

makers in State and Federal Govern-
at Dynegy’s plants in San Diego are
facing a 60 percent reduction in emissions limits this year, which
equates to about 750 megawatts of capacity being taken off line at
some point. This will further tax hydroelectric and other assets all
over the West. We have heard that others face the prospect of simi-
lar cutbacks in other areas of California, and we recognize that the
California agencies are addressing these issues, but there is uncer-
tainty over when and if these issues will be resolved, and this can’t
last a whole lot longer.

I appreciate the invitation to join you today and I am pleased to
answer questions. Thank you.

[The prepared statement of Peter G. Esposito follows:]

Finally, one fact that

PREPARED STATEMENT OF PETER G. ESPOSITO, VICE-PRESIDENT AND REGULATORY
COUNSEL, DYNEGY INC.

Introduction:

3/[1". Chairman, I appreciate this opportunity to appear before this subcommittee
today.

As you know, Dynegy is a major national generator and marketer of energy that
is active in California. Dynegy owns or controls approximately 14,000 MW of gener-
ating capacity in the United States, of which 2,750 MW is in California. That’s
about 5% of the California market.

Despite our relatively small presence in California, we have spent thousands of
hours and hundreds of millions of dollars to provide California consumers and busi-
nesses with power. As a recent FERC staff investigation revealed, we have been
running the generating plants we bought from the California utilities in 1998 and
1999 more heavily in the last year than in the last 3 years, and perhaps ever. These
intermediate and peaking plants are 30 to 40 years old and inefficient, averaging
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a 12,000 heat rate when new technology achieves 7,000 heat rates. Because Califor-
nia’s current needs are resulting in delayed maintenance, we are forced to run these
plants until they break, then take whatever steps are necessary to bring the gener-
ating facilities back on-line as soon as possible, often at great additional expense.
And despite growing financial risk, we have continued to produce power.

Gov. Davis and California Legislature are now focused on constructively solving
the problem. Dynegy is presently negotiating with the California Department of
Water Resources on a long-term sale at prices substantially below current spot
prices.

Mr. Chairman and members of the subcommittee, Dynegy takes its mission to
serve our customers very seriously. Recognizing that no one benefits if power is not
reliable and consumers are shocked with staggering price increases is good public
policy and good corporate policy.

What Went Wrong In California.

1. Demand grew substantially without corresponding increases in supply.
California has added virtually no generation during the last 10 years. Meanwhile,
its demand increased substantially—15% at peak, 33% in Silicon Valley—as a result
of a booming internet-related economy.

Notably, California is dependent upon importing power for about 25% of its peak
load. While California’s power appetite was growing, so too was that of its neigh-
bors. Although California represents 42% of the summer peak in the West, Califor-
nia’s neighbors have accounted for 85% of the West’s peak load growth in the last
5 years. This left California’s neighbors increasingly short of excess power to export
to California. While this problem was brewing, a below average hydropower year

further limited California’s in-state production its neighbors’ export capabilities.
On top of that, summer 2000 was the sec test in 100 years. The end result
was a reduction of approximately 12% in\peak ort capabilities last summer.

Then add a significant increase in natural gds\pxices; the final ingredient in the rec-
ipe for what some refer to as a “Perfect pot prices increased 5- to 10-fold
in December and January and have long-term contracts for the natural
gas that fuels more than 50% of Cak i eneration—and you can see what got
us here. Making matters worse;—w surplus power could be found, it could not

always be moved to market, \

2. California Over-relied\b and Real-Time Markets. No one wants to
wait until the last minute to b Iy o4 ine tickets at the highest price; yet this was
the required operating mode for\(4lifornia’s utilities and customers. And, because
of other aspects of the legislation, San Diego Gas & Electric customers, who never
had a realistic chance to enter into long-term, fixed price contracts, also paid those
highest, last-minute prices

3. CA did not “deregulate” the market. California made a critical error by de-
regulating only the wholesale market, while maintaining rate caps on retail pur-
chases. This kept out retail competition that could have given customers more price
certainty when stranded cost collections were complete and price caps came off as
they did in San Diego. Additionally, price caps also isolated consumers from real
price signals that would have caused them to reduce consumption. In fact, when San
Diegans briefly saw real-time prices last July, they reduced demand substantially.
No one wants to increase retail rates, but when the price for the natural gas that
fuels over 50 percent of California’s peak demand is multiples of the price embedded
in capped energy rates, no one should be surprised by the need for higher retail
rates. Indeed, a retail rate increase of 10 to 30%—in the context of a portfolio of
long- and short-term forward contracts—would likely solve the current financial cri-
sis. Yet, rather than increase retail rates (as other Western states have done), Cali-
fornia has chosen so far to create a financial train-wreck for its utilities in hopes
of avoiding the obvious need for a rate increase.

Other States Have Not And Will Not Make The Same Mistakes as California

Texas: Unlike California, Texas started down the path towards deregulation in
an environment where generation was being added, some 8,652 MW in the last five
years, with 12,745 MW under construction for operation in 2002. Additionally,
Texas is upgrading its transmission facilities, and has an expansive gas pipeline in-
frastructure. In implementing retail competition, Texas is developing a “price to
beat” structure that encourages competition. While Texas has a mandated rate cut,
there is a mechanism to adjust utility rates for increases in fuel costs, so Texans
will see appropriate price signals.

Pennsylvania: Pennsylvania is widely touted as a retail success story, and right-
fully so. Like Texas’ “price to beat,” Pennsylvania’s “shopping credit” encourages re-
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tail competition. Additionally, in neither of these markets is the utility forced to buy
from spot and real-time markets.

Ilinois: Similarly, Illinois’ retail choice program incorporated transition power
purchase arrangements, where utilities who divested their generation assets entered
into long-term transitional buy-back arrangements, rather than depending solely on
the spot market for supplies.

What Can The Federal Government Do?

Congress Should Not Over-React To The California Power Price Crisis

While natural gas prices are still twice what they were a year ago in much of the
country, they are already self-correcting from the December and January highs.
While no one is predicting the kind of price collapse that occurred in the early ’80s,
the market is feverishly responding: Price signals are inducing an all-out drilling
effort, the Alaska gas pipeline has been resurrected, and El Paso alone has 6 LNG
proposals in the works.

Rather than being tempted to legislate price caps or to re-regulate, Congress
should be cognizant that the FERC has already dealt with and seen the results of
a variety of price caps in California and has settled on a $150 soft cap, one that
can take into account rises in the price of gas and other inputs. In the Northeast,
the FERC has a $1,000 safety net price cap in effect, one which is much less likely
to deter the addition of new generation than the lower caps tried in California. And
bear in mind that cost-based regulation and government tinkering are what resulted
in $16.8 billion in so-called stranded costs that California utilities collected from
their customers.

Develop a well thought out national energ
open access to power transmission lines, inc

1. addressing the need to increase supplies
to public lands for drilling, and efﬁc iting”of both power and gas trans-
mission lines; (Remember, gas fuels rcent of new generation in Amer-
ica; increasing supplies is the No 1 at will reduce the cost of power in
this country.)

2. encouraging fuel diversity, e ;ﬂ') oal, and renewables;

trategy and address the need for

as and power, through access

3. promoting demand-side resj incentives for conservation and efficiency
research and developmen dits for conservation and the like;

4. repealing PUHCA so that exe 6 costs can be removed from transmission and
distribution assets and econowies of scale realized.

5. affirming FERC’s authority to require participation in regional transmission orga-
nizations and otherwise encouraging FERC to exercise all its authority to as-
sure that new generation is interconnected as quickly and cost effectively as
possible; and

6. giving FERC eminent domain authority when necessary to resolve interstate
transmission siting problems.

In the short-term, there is no silver bullet that will fix all California’s ills. Cali-
fornia must do its part by finalizing the long-term contracts currently being nego-
tiated with Dynegy and others and by developing a mechanism to pay the out-
standing balances over to power suppliers so that order can be restored to markets.

One fact that policy makers in State and Federal government should be aware
of is that Dynegy’s plants in San Diego are facing a 60 percent reduction in emission
limits, which equates to taking about 750 megawatts of capacity offline, further tax-
ing hydroelectric and other assets all over the West. We have heard that others face
the prospect of similar cutbacks in other areas of California. While we recognize
that California agencies are addressing these issues and that the EPA is aware of
them, there is uncertainty over when and if these issues will be resolved, uncer-
tainty that cannot last much longer.

We appreciate the invitation to join you today and I am pleased to be available
to answer your questions.

Mr. BARTON. Thank you, Mr. Esposito. We now want to hear
from Mr. John Rowe, who is the CEO of Exelon Corporation, which
I guess is the old Revlon Corporation, who has moved out of the
cosmetics business. We will let him answer that question in his tes-
timony. Mr. Rowe is also either the current or at least the past
President of EEI, if that is correct.

Mr. ROWE. Correct, Mr. Chairman.
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Mr. BARTON. So we are delighted to have you, and your state-
ment is in the record in its entirety and we recognize you for 8
minutes to elaborate on it.

STATEMENT OF JOHN W. ROWE

Mr. Rowe. Thank you, Mr. Chairman. I shall try to be brief. 1
appreciate the members of the subcommittee who have been pa-
tient enough to wait for us, particularly Congressman Shimkus
from my own State of Illinois.

I lack the capability to be effective in the cosmetics market, so
it is fortunate that Exelon is a power producer and deliverer. It is
the combination of what used to be Commonwealth Edison and
Northern Illinois and Philadelphia Electric in Pennsylvania. We
are the largest suppliers of electricity in Illinois and Pennsylvania,
two States where we believe that utility restructuring is working
but we have much work to do to keep it working.

Simply put, the question I hear is should we continue to work
on electricity markets or should we go back. Well, what I am here
to say is there is no back to go to. We got to competition precisely
because earlier models failed, and there is no sensible alternatives
except to make competitive markets k for our consumers.

If you all remember, in the severti nd early eighties, utilities,
whether privately owned or publi 0 d, lost the public con-
fidence, the political legitimacy conomic legitimacy to mo-
nopolize the development of . This was replaced in the
mid-eighties and early nine something called integrated
resource management orinteg ed resource planning. That proved
to have all the merits < al’ planning and Chicago tort litiga-
tion. It drove the prices\up rather than down, made supply more
brittle and politicized what\$hould be economic acts.

I believe that Illinois experience and Pennsylvania experience
strongly suggests that we can make competitive markets work, but
we have to do it prudently, carefully and with a willingness to
change our mind when we are wrong. In my judgment, California
failed, as you have heard from many others, because it built too lit-
tle capacity. It relied too extensively on natural gas and imports,
something that can be a national problem. It relied far too exten-
sively on spot markets and did not allow utilities to engage in for-
ward contracts or own enough capacity of their own. It expected
utilities to be providers of last resort for all customers under all
conditions, without allowing them the resources to do that, and it
shielded customers from the price impacts of their own decisions.

Illinois and Pennsylvania are presently working largely because
capacity is being built, nearly all gas; largely because we have a
diverse existing base of coal and nuclear power in both States; be-
cause the utilities have been allowed to be effective suppliers and
have been given the resources to meet their obligations; and be-
cause utilities in these States are working on effective regional
transmission organizations, such as PECO’s participation in the
PJM pool.

We have not, however, solved all the problems or skinned all the
cats in our States. Gas is the only easy kind of generation to build
and even gas fired plants are subject to nimbi pressures. Trans-
mission can be built, but it is not easy, and as several folks have
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said, expanding the transmission system is vital to an effective
wholesale market.

In addition, we have not in either State resolved ultimately the
tension between expecting utilities to be a supplier or provider of
last resort to all consumers and the desire at the same time to
have a competitive wholesale and resale market. Simply put, you
can’t have every customer entitled to move and utilities required
to buy to provide them at the same time. It just doesn’t add-up
andd we have still to solve these problems in my State.

What can Congress do at the present time? I believe it dreadfully
important that Congress reaffirm the national goal of effective
wholesale electricity markets. I believe Congress can and should
encourage the development of both additional supply and addi-
tional energy conservation. I would strongly urge any actions that
will help encourage gas drilling and the addition of additional gas
pipeline capacity. I would also strongly urge things which protect
our existing coal and nuclear fleets such as passage of the nuclear
waste bill which Congress did pass last year but was vetoed.

I would urge the Congress to do what it can to eliminate obsta-
cles to a working transmission market and to a working wholesale

market, particularly repealing the ic Utility Holding Company
Act, the Public Utility Regulatory Re}i ct and the taxes which

now exist if we try to transfer o Snfission to regional trans-
mission authorities as we ought
I would urge Congress to spp ERC’s efforts to develop re-

S. elieve that FERC has the au-
ow but it has not been exercised
and Congressional endorsement in

gional transmission orgapiza

thority it needs to do LHIS Tig
in a consistent and fir h\Waj
this respect might be helptu

In sum, I believe we can make effective wholesale and retail
markets work, but in order to do that we have to have evolving
supplies of electricity generation which meet the needs of our con-
sumers.

Thank you.

[The prepared statement of John W. Rowe follows:]

PREPARED STATEMENT OF JOHN W. ROWE, PRESIDENT AND CO-CHIEF EXECUTIVE
OFFICER, EXELON CORPORATION

Mr. Chairman and Members of the Subcommittee: I appreciate the invitation to
appear before the Subcommittee to discuss the impact of electricity market restruc-
turing both in California and in other states. My name is John W. Rowe. I am the
President and Co-Chief Executive Officer of Exelon Corporation. Exelon, formed last
year by the merger of Unicom Corporation and PECO Energy, is headquartered in
Chicago, Illinois. We serve over five million customers principally in Illinois and
Pennsylvania, which have both restructured their electricity markets. My testimony
today will focus on the very positive results in both of those states, and will briefly
suggest some actions that I believe Congress should take to enhance electricity sup-
plies and competition in wholesale markets nationwide.

California heralded the New Year with a wave of rolling blackouts, spiraling
wholesale electricity prices, and threatened utility bankruptcies. The state which
symbolizes the electronic age, and that represents roughly an eighth of the U.S
economy and of its population, faces electricity supply issues not seen since the
Great Depression and the collapse of the great utility holding companies. Nonethe-
less, the recent crisis in California is not a signal that competition and deregulation
have failed. It is my firm belief that market-oriented restructuring of the electric
industry remains the best opportunity we have to provide consumer benefits and to
develop reliable new sources of supply. Indeed, the experiments in market-based re-
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structuring that are underway reflect the previous failures of public confidence in
long-term planning by public utilities and regulators.

Both the Illinois and Pennsylvania experiences—about which I will be speaking
today—are proof positive that thoughtful, market-oriented, evolutionary restruc-
turing works well for all concerned. The California experience was not an accident
or the product of bad luck. It was the product of choices—choices about siting gen-
eration and transmission, and choices about a market design that imposes asym-
metric risks on utilities to the ultimate detriment of all. If other states make similar
choices, similar consequences can be expected to follow. In short, the California ex-
perience is no reason to reject restructuring; it is rather a forceful lesson on the im-
portance of doing it right.

Status of Restructuring in Illinois and Pennsylvania

When Illinois restructured its electric industry, it was cognizant of the risks that
both utilities and consumers faced. Instead of the radical approach taken by Cali-
fornia, Illinois adopted a phased-in plan that protected consumers, allowed utilities
to manage their costs, and encouraged the development of new generation. Illinois’
Customer Choice law was enacted in late 1997. It allows all retail customers to pur-
chase delivery services from their utility and to choose their electric supplier on a
schedule phased in over three years. The largest customers were eligible for such
choice in the fall of 1999, and all non-residential customers are now eligible. Recog-
nizing that the benefits of supplier choice accrue first to large customers, which
competitors are more eager to supply, the legislature deferred residential customer
choice until May 2002. In exchange, the law provided for an automatic 20% rate cut
for residential customers. Customers were shielded from the volatility of market
prices for electricity because ComEd is requiregl4o continue offering bundled retail
service at cost-based rates until a fully cofpetitive market develops. At the same
time, however, utilities are given tools to 5-'. agatheir electricity costs, including

nts, to enter into long term pur-

chase power agreements and to hedge t ﬁ~ dres on the wholesale market.
As of February 7, 2001, over 10,00 {ﬁ)" in ComEd’s service territory alone
have chosen to take unbundled servid, ThisZdmounts to 4,500 MW of load (a mega-
watt is about equivalent to th

o PO ded to serve 1,000 homes) and 17.8 million
MWh of electric service. Thig sutes’nearly 30% of the sales that were eligible
3 aw. Illinois has experienced no adverse con-

for unbundled service unde
sequences from restructuring; \Qeither reliable electric supply nor the financial
health of the utilities has sufferedy’and new construction of generation has received
an impetus.

Pennsylvania has also embarked on a successful restructuring. Pennsylvania’s re-
tail restructuring began in December 1996 and all retail customers have had the
right to choose their electric supplier since January 2000. To date, about 18% of the
customers of PECO Energy, Exelon’s Pennsylvania utility, have chosen a competi-
tive supplier, and because the larger customers have a higher rate of switching, this
amounts to about 35% of PECO’s peak demand. PECO has more customers in the
competitive market than any other U.S. electric distribution company. One reason
for the higher rate of switching in Pennsylvania is that customers were given higher
incentives to switch and a certain number of customers were actually required to
switch suppliers.

Pennsylvania also has significant advantages that will allow it to avoid the Cali-
fornia experience. Wholesale electric markets in Pennsylvania and neighboring
states, and the institutions that manage those markets, are the most mature in the
country. PECO Energy’s service territory is located in a regional transmission orga-
nization and power pool known as the Pennsylvania-New Jersey-Maryland Inter-
connection, or “PJM.” PJM is the most mature, liquid, and efficient wholesale elec-
tricity market in the country. To date, these institutions have shown themselves
sufficiently flexible to avoid the price spikes experienced in California. In large part,
this success has resulted from the fact that PJM provides a reasonable and stable
environment for companies to make investment decisions about generation and be-
cause PJM operates a wholesale market in which power sales can occur efficiently.
Pennsylvania law also contains protections for retail customers, while at the same
time allowing utilities to recover and manage their costs of supply. Like Illinois,
Pennsylvania’s rules for the transition to competition were designed to protect retail
customers while the market matures. In PECO Energy’s service territory, there will
be a transition period until 2010, during which PECO is required to provide service
at capped rates. Rates for energy delivery are capped through 2006. As in Illinois,
this transition period provides significant protection for all retail customers.
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Illin}(c)is and Pennsylvania Have Avoided the Supply Problems Experienced in Cali-
ornia

In a restructured market, it is essential to encourage development of new genera-
tion by independent producers that is adequate to meet growth in demand. In Illi-
nois, ComEd has taken a proactive stance in encouraging developers in its service
territory, and the results have been gratifying. Today, 2,000 MW of new capacity
have already come on line. This year we expect over 3,600 MW more to come on
line, all of which is permitted and is currently under construction. In 2002 another
7,500 MW are scheduled to come on line, of which 3,600 MW are currently in a de-
finitive stage, that is, either construction has begun or equipment has been ordered.
For the longer term, over 11,600 MW are projected for 2003; none of those projects
is yet in a definitive stage.

PJM has also been successful in encouraging adequate development of new capac-
ity. Currently, 46,000 MW of new generation projects have applied to be inter-
connected to the PJM transmission system. Of that amount, 16,000 are in a stage
that gives confidence they will come into service by 2004—4,200 MW are already
under construction, construction is about to begin on another 9,100 MW, and 3,700
MW consist of upgrades to generation stations that are already operating.

The capacity increases in both Illinois and Pennsylvania have come on top of a
large base of reliable generation using diverse fuel sources. ComEd has at its dis-
posal a number of large nuclear and coal units for its baseload generation. Exelon
owns the largest nuclear fleet in the country and in recent years the plants have
been performing extremely well. California has not only experienced great difficulty
in expanding its generation to match growth in demand, but is far more dependent
on natural gas and imports from other markets. By way of illustration, in 1999, just
over 16% of California’s power was generated by nuclear plants, while nuclear gen-
eration accounted for approximately 50% of ectricity generated in Illinois 2. Al-
though ComEd also can turn to extensive s fired resources during peak
hours, for the 12 months ending last Septe depended on gas-fired genera-
tion only about 1% of the electricity we s linois as a whole, gas was respon-
sible for less than 3% of power generat 4 whereas it was responsible for

31% of electricity consumed in Cali ia nnsylvania, like California, has sub-
stantial nuclear generation and ian

n natural gas. In 1999, nuclear power
accounted for 36.5%, and nat of Pennsylvania’s electricity.® Substantial
nuclear baseload capacity he

rienced in natural gas prices.
California’s record on buildi

of new generation have been built in the entire state of California in the last five
years.” Far from reducing California’s dependence on imports, this construction has
failed to keep pace with demand during a period of significant growth in the Cali-
fornia economy. For example, between 1996 and 1999, 672 MW of new generation
came on line in California, and during the same period the peak demand increased
by over 5,500 MW 8. The bedrock lesson of the California crisis is that states must
recognize the need to encourage new power plant construction. States must avoid
imposing unduly restrictive regulations and lengthy and labyrinthine permitting
and siting procedures, and must be ready to site not only gas-fired peakers, but new
baseload capacity as well.

Illinois and Pennsylvania Have Avoided the Market Failures Experienced by Cali-
fornia
Illinois and Pennsylvania have also shown that restructuring can be accomplished
while avoiding the market flaws inherent in the complex California scheme. Unlike
California, where the legislature imposed rigid and inefficient market structures in

11999 California Net System Power Calculation (California Energy Commission) (available on
the Web at http:/www.energy.ca.gov/electricity/system__power.html)

2Electric Power Annual 1999, Vol. I, App. A, Tables 7, 11 (U.S. Energy Information Adminis-
tration, Aug. 2000) (available on the Web at http:/ww.eia.doe.gov/cneaf/electricity/epavl/
ta7pl.html and...tallpl.html)

3ComEd “Environmental Disclosure Statement” for the 12 months ending 9/30/00 (filed with
the Illinois Commerce Commission and available on the Web at http:/www.icc.state.il.us/icc/ec/
edis/010101comed.pdf).

4Electric Power Annual 1999, supra, Tables 7, 10.

51999 California Net System Power Calculation, supra.

6Electric Power Annual 1999, supra, Tables 7, 10, 11.

7Report of the CaPUC and California Electricity Oversight Board to Gov. Davis, August 2,
2000, p. 36 (available on the Web at http:/www.cpuc.ca.gov/word__pdf/REPORT/report.doc).

8]d.
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advance and required a flash-cut to competition with no transition period, Pennsyl-
vania had a pre-existing wholesale market and restructuring in Illinois was phased
in over three years, giving market participants time to develop workable offerings
as the market evolves on its own. Both have avoided the market design flaw that
has nearly bankrupted the California utilities.

First and foremost, both Pennsylvania and Illinois allow utilities to manage their
supply obligations and hedge the costs of meeting them. Mature, stable commodity
markets include spot, short-term, long-term, forward, option, and futures products
and buyers and sellers use these products to reduce and manage their risks. Electric
utilities use these tools, as well as their own physical generation or generation
under contract, to manage their risks.

California made that difficult or impossible. In California, the utilities were re-
quired to divest all non-nuclear and non-hydroelectric generation, and to sell their
remaining generation into a daily central spot market from which they were re-
quired to buy all the power they needed to serve their customers every day. The
utilities’ ability to hedge their exposure in that market was severely restricted. The
restriction on hedging was compounded by the sale of the utilities’ generating as-
sets. California utilities sold much of their own generating capacity and retained ob-
ligations to serve retail customers at fixed prices, while at the same time being un-
able to enter into long-term power purchase agreements with the buyers—the type
of contracts that California officials are now turning to in an attempt to address
their problems. When the problems with this became apparent, California had artifi-
cial rate caps imposed, which further blurred price signals to generators.

By contrast, Illinois and Pennsylvania utilities are able to use market tools to
manage their supply risks. Both Illinois and Pennsylvania utilities are free to hedge
their exposure to wholesale market risk through power purchase agreements and
other market tools to control future price ris hey have also been able to divest
generation where it is economically rational 0, while entering into long-term
purchase arrangements with the new owners nts—as well as other genera-
tors. Exelon provides an example of ..' policy can be successfully imple-
mented. Exelon believes that all gener g competitive market should be on
the same unregulated footing, and al .@‘ generation in a control area should
not be in the hands of a single owné&p\ Consistent with this philosophy, ComEd sold
all its fossil generation to nor ’ arties by 1999. This year, both PECO En-
ergy and ComEd transferred uc ar generation to an affiliated generating
company, Exelon Generatlon \ gny. In both cases, however, the utilities were
able to enter into long-term power urchase agreements that assure an adequate
supply of power at reasonable prieés. In short, Illinois and Pennsylvania have cho-
sen to keep their utilities as active players in the power markets, rather than to
drive them out.

In sum, restructuring has not been the cause of California’s problems. Policy
choices have, however, contributed to the crisis. We must avoid making similar pol-
icy choices, just as we must continue to move toward efficient competitive markets
in electric power. Both Illinois and Pennsylvania show that this can be accom-
plished, to the benefit of all.

For the longer term, Illinois and Pennsylvania, as well as all other restructured
markets, will have to find solutions to the chicken-and-egg problem inherent in the
transition to full competition. The more responsibility for arranging supply the de-
livery company is made to retain, the less incentive and ability new entrants in the
market will have to compete. Wholly eliminating the delivery company’s supply obli-
gations would expose customers to too much risk, but requiring the delivery com-
pany to supply electric service to all customers at low rates may stifle competition.
The utility will be forced to lock up so much of the available supply through forward
contracts that competitive suppliers will have reduced wholesale supply choices.
Moreover, if delivery company rates for supply are kept low, competitors may have
difficulty beating them. Creative solutions to this problem are the final stage of re-
structuring. Such solutions must be found, because there is simply no going back
to the model in which a monopoly utility makes all the plans for an area of the
country.

What Should Congress Do About Electricity Markets?

I hope that my testimony today will convince the Members of the Subcommittee
that competition and deregulation can, indeed, lead to positive results. The situation
in California, when contrasted with Illinois and Pennsylvania, clearly shows the im-
portance of doing it right. Proper market structures are not something of importance
solely to academic economists; they are vitally important in the real world.

As the Members of this Subcommittee contemplate their legislative agenda for the
new Congress I would encourage you to think about an electricity supply initiative.

@
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It is vitally important that we have adequate electricity supplies to serve a healthy,
growing economy. It is also vitally important that we have robust, healthy, whole-
sale electricity markets. Most observers believe that the retail market issues are
best addressed by State authorities. However, the wholesale market issues are
clearly the responsibility of Congress and other Federal officials.

There are a number of statutes on the books, such as the Public Utility Holding
Company Act (PUHCA) and the Public Utility Regulatory Policies Act of 1978
(PURPA), that inhibit development of electricity supplies by limiting market en-
trants. There are also a number of tax issues that the Congress should address,
such as the tax consequences of selling transmission assets to form Regional Trans-
mission Organizations (RTOs) and depreciation schedules for utility assets. Action
on both fronts is long overdue and would facilitate the development of more robust,
competitive wholesale markets to the benefit of all consumers.

Mr. BARTON. Thank you, Mr. Rowe. We appreciate that testi-
mony. We now want to hear from Mr. Robert Levin, who is the
Senior Vice President for Planning and Development at the New
York Mercantile Exchange. Your testimony is in the record and we
welcome you to elaborate on it for up to 8 minutes.

STATEMENT OF ROBERT LEVIN

Mr. LEVIN. Thank you very much, Mr. Chair. On behalf of the
New York Mercantile Exchange and myself, I thank you for invit-
§%n.
0

ing us and me back here before yo

I am not going to focus this aft
that have already been gone ove and in particular, insuffi-
cient generation, unforeseen inc demand in California, the
uncapped wholesale, combln e capped consumer market
or even more recently t e ial vacuum that has been inflicted
in California with ever - yOoMIg on.

Rather, I am going to e on market structure, a market struc-
ture that NYMEX found y/be corrupt, one that reflected in our
view that the California government felt that it was wiser than the
marketplace, in terms of the institutions that were necessary to
support deregulation, in terms of the commercial standards, in
terms of conditions and practices that were necessary to support
deregulation and all the way down to how prices should be formed
under deregulation.

This market was severely hamstrung from the start. It was the
inevitable result, unfortunately, of deliberate policies. Gross com-
mercial inefficiency was not a consideration that California took
into mind when it came up with its program. It was severely criti-
cized by a number of parties, especially by the New York Mer-
cantile Exchange, usually in the form of me. From 1994 all the way
through 1997, we appeared there with formal appearances and
written testimony more than a dozen times. Some of it we even
predicted less competition, higher prices, lower consumer value.

We believe that it is important you have an appreciation of the
debate that took place then because that debate is not over. It is
my goal to get you to take sides. Of course, I would like you to be
on my side, but frankly if you are on either side that would be bet-
ter and at least acknowledge that there are sides because that was
some of the problem as all this was unfolding. Some of the parties
decided that both parties—both sides were arguing for the same
thing and it was very hard to get heard when you said, well, no,
we are not. So I will try to lay it out for you.

some of the problems
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One side believed you can mimic a competitive market through
government interference. Buyers and sellers need not directly
interact. You can create an artificial middleman to buy from all the
sellers, to sell to all the buyers for transactions. You can make that
middleman exclusively spot because it doesn’t matter, and besides,
spot, according to this program, is more efficient. You can force
much of the participation into this market by mandating it, in par-
ticular the utilities. You can create a series of other biases which
I will be glad to lay out for you, but I am not going to right now,
that also practically forces almost everything else into that market,
and just to reflect how devoted to this notion of being in the spot
market this program was, it insisted that the system operator—
this is the one that is responsible for keeping the lights on, the one
that in times of perhaps panic has to rush to the market and buy
really at the last second—that the system operator, too, partici-
pates solely through the spot market.

This is an issue that obviously didn’t involve NYMEX directly,
but even here we debated and suggested why don’t you allow them
to use the tools that are available in all other free competitive mar-
kets, in particular something called a call option, so they can ahead
of time lock in, as an insurance policy, prices they need to buy for.
This was not part of that program. &n

On the other side was the belief arkets to develop their

own institutions, their own co cial terms and conditions and
standards, to aggressively pr e competition of sellers for
buyers, to aggressively promote t evelopment of commercial ri-

why rivalry matters.

It occurs to me that Haps sometimes even in this building,
somehow, somewhere, somebody might be influenced, or maybe
even inspired by rivalry. They may find themselves wanting to best
the other side. They may work harder, longer, stay up late into the
night. They may think up many ideas, experiment with them.
Some of those ideas may turn out not to be very practical. Some
of them may be practical, but the other side turned out to beat you
ti)l it, and then once in a while, inspired by that rivalry, you beat
them.

Now, this may seem fundamental. It may seem odd that I would
waste your time, and I hope that I am not in talking about it, but
this type of experimenting, taking risk at one’s own expense and
innovating, meeting the customized needs of others, and I will give
you a couple of examples for a moment for electricity, was not al-
lowed to happen as a practical matter in California. In fact, from
NYMEX’s perspective, what is deregulation without that? We don’t
understand what it is. We don’t think they ever had deregulation.
We don’t think a single price auction that formerly competitive ri-
vals who have very strong rivalries in the natural gas business to
get customers to line up with each other, but now they go to one
market for all their sales, we don’t understand how that could be
the same thing. That doesn’t sound like competition.

What kind of examples are there? Let me give you a few. Let’s
suppose you have a company such as an apartment house or like
an industrial plant or school system, maybe some sort of shopping

valry. This is very fundaaex on the one hand, but I almost feel
as if T have to go int examples so people will understand
pex
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mall that is a big purchaser of electricity. They go market—now,
if they can go and have sellers come up to them and compete for
their business we might find that they are willing to buy at a set
price. We might find in the course of that negotiation that if they
can identify an unvarying amount of their load that that price will
come down because that is valuable for the seller, the supplier. To
have dependable, unvarying load reduces the cost to the supplier.
They might negotiate further and the supplier might say that
under certain circumstances can I interrupt my sale to you, and
that buyer might say I have the ability to lower how much I use.
Maybe it is a grocery chain that can put the shades down, lower
the refrigeration—excuse me, increase the refrigeration, lower the
air conditioning temperatures and lower the price more, and per-
haps as their own backup they may have their own generation or
own supply. This did not take place in California.

But it does take place in the electricity market. As a matter of
fact, it takes place in Pennsylvania, among other places. Commer-
cial flexibility really matters.

I think——

Mr. BARTON. You have got about 20 seconds.

Mr. LEVIN. Let me just conclude saying if you would allow
this market to develop, you will ediate benefits that they

sorely need in California. They n toreduce the load because

right now the State is buying If of everybody. At some

point, I don’t know what the f; t of the utilities is there. I'm
it

not sure anybody does. The may have to go back and buy

“n% thing that would reduce the load
that they have to carry @-‘ ke them out of their current market

circumstances, certainly take/them out of the spot market. All of
this would be immediately béneficial.

So we come before you today once again to promote true competi-
tive free markets, to point out, as I think has already been pointed
out, that California has not experienced that, and if they had been
allowed, to we think this discussion—well, maybe this hearing
might not even have had to take place.

Thank you.

[The prepared statement of Robert Levin follows:]

PREPARED STATEMENT OF ROBERT LEVIN, SENIOR VICE PRESIDENT FOR PLANNING
AND DEVELOPMENT, NEW YORK MERCANTILE EXCHANGE

Mr. Chairman, my name is Bob Levin. I am Senior Vice President for Planning
and Development for the New York Mercantile Exchange (“NYMEX” or the “Ex-
change”). On behalf of the Exchange, I want to thank you for the opportunity to par-
ticipate in today’s forum concerning events in the California electricity marketplace.

The New York Mercantile Exchange “NYMEX,” established in 1872, is the largest
energy futures exchange in the world and the only futures market in the United
States devoted exclusively to pricing, hedging, and trading industrial commodities.
The merger in mid-1994 with Commodity Exchange, Inc (“COMEX,”) which provides
a forum for trading gold, silver and high grade copper futures contracts, created the
world’s largest physically-based commodity exchange.

The Exchange pioneered the development of energy futures and options. From a
modest 34,000 heating oil contracts traded in 1978, NYMEX energy futures and op-
tions volume grew to more than 89 million contracts in the year 2000 and now in-
clildes crude oil, gasoline, natural gas, electricity and propane in addition to heating
oil.

NYMEX provides the world’s most efficient forum for energy price risk manage-
ment. The visible and highly competitive daily trading of energy futures and options
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on ciihg exchange provides a true world reference price for each of the commodities
traded.

NYMEX has no stake in the direct outcome of the electricity market. It draws no
direct benefit from either higher prices or lower prices. NYMEX only seeks the op-
portunity to compete in the provision of marketplace services, having never sought
the role of government granted franchise to provide these services. In fact, NYMEX
has expressly fought against the establishment of government created or sanctioned
franchises to serve as marketplaces for electricity, believing those institutions
should develop in response to market forces alone competing for the business of
market participants in the same way that market participants should be competing
with each other.

With this motivation, NYMEX has been an active participant in regulatory and
legislative proceedings related to electricity deregulation and restructuring at both
the state and federal levels since 1994. In this capacity, NYMEX provided scheduled
testimony four times before the California Public Utilities Commission (“CPUC”),
two times before the appropriate California Legislature committees, and more than
a half dozen times before the Federal Energy Regulatory Commission (“FERC”).
NYMEX has provided formal written comments in these proceedings on about two
dozen occasions. The theme of our testimony and comments has been consistently
to support true market competition.

The debate that has taken place over the years regarding electricity deregulation
or restructuring has been largely one between supporters of government intrusion
to induce prescribed results and the supporters of unmolested competition. To date,
there are no examples of a truly competitive free market for electricity in the US.

What went wrong in California?

It is the Exchange’s belief that Californja
1990’s to foster the creation of a truly compgtiff
comments are designed to address three i 1
California, how can it be remedied, and

in particular? To answer each of these qs he most relevant factor is to what
degree was direct access, the actual

rectly serve end-users, supported. @'

Direct access is key because Loy

competition. The engine of capipetition &
tion for customers that takes place |between suppliers of the market’s underlying
product. Rivalries develop in such héad-to-head competition and these rivalries lead
to experiments to better serve custemers through innovations in product and service
or the lowering in cost. The competitive process cannot take place unless the seller
directly serves customers—otherwise there is no market whatsoever and no sales.
This is how competitive free markets operate for virtually every product and service.
This might seem obvious to the average person, but under “deregulation,” electricity
has operated according to a different paradigm.

One notable exception, however, is the “deregulating” electricity market, which
has relied to a varying extent on market artifices to serve in the middleman func-
tion. The artifices are state-created or mandated franchises to serve simultaneously
in the role as buyer for any (sometimes all) sellers and seller for any (sometimes
all) buyers. They have consistently been formed to serve the spot market (i.e. next
day market, hourly market over the next 36 hours) and to clear offers to sell at one
price.

It is no accident that where electricity markets have been structured to rely more
heavily on this type of artifice, the development of direct access has been more in-
hibited and the level of real market competition has been muted. As a case in point,
California was expressly designed to frustrate the development of direct access. The
consequence of this action was eventual disintegration of competition, higher prices,
and virtually no customization to better serve customers.

It may seem ironic, but direct access has not been the central consideration in ei-
ther state or federal proceedings to date to “deregulate” electricity. In some venues,
it has been accorded serious consideration, but even in these circumstances, the
major focus has been on developing competition in generation. This has been con-
ducted without regard precisely to how end-users would directly participate.

NYMEX is of the opinion that direct access is the most critical component of de-
regulation. In fact, without direct access, there can be no deregulation. With respect
to competition in generation, suppliers would have at least as great an incentive to
reduce their generating costs in serving a direct access market as one where they
are steered into selling to a government franchised artificial buyer. Furthermore, di-
rect access is the only vehicle through which the customized needs of end-users
would be served.

issed the opportunity in the mid
lectricity marketplace. NYMEX’s
stions: what was wrong with
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Under the alternative to direct access, transactions are concentrated in the state-
franchised spot market pool which is subject to greater overall price volatility and
higher incidence of spiking prices. Tending towards the extreme, California adopted
policies that drove the overwhelming majority of their transactions into the spot
market. A market centered around direct access transactions would never find itself
at the mercy of the spot market to the extent California was. There would be far
greater reliance on forward contracting.

California’s major flaws were that it undercut the development of direct access
and forced its market to rely artificially on the spot market. It did this through
mandating participation in the spot market by utilities, applying the add-on com-
petition transition charge (“CTC”) to artificially render direct access transactions as
uneconomic, and not providing an effective program for firm transmission. The re-
sult has been very limited participation in direct access in California.

PJM (Pennsylvania-New dJersey-Maryland Interconnect), in these Mid-Atlantic
states’ approach to electricity competition in the electricity marketplace, has pro-
moted direct access to a much greater extent than California and they will benefit
accordingly. Nonetheless, it has incorporated some programs which hinder direct ac-
cess and, to the extent this is done, has introduced a level of artificiality to its mar-
ket. In particular, PJM has adopted a policy governing transmission congestion that
introduces a substantial level of confusion to participants in the direct access mar-
ket. Though well-intentioned, it was adopted over the expressed objections of sup-
porters of direct access. Any perceived benefits (and there is a debate as to whether
there are benefits) are exceeded by the very real commercial costs. One of the im-
pacts of this program is that increases the exposure of market participants to uncer-
tain spot prices, the very structural flaw that has unraveled the California market.
This is not to say that PJM is as exposed as i

California—its support of direct access

The area of consideration where NYM
on market structure. NYMEX has adyoe
on its own without government intexfgre
in this pursuit. California, in pearti
NYMEX predicted the ultimate
tion, higher prices, and lowd
dictions have become manifest.

allowing market structure to develop
MEX has not been very successful
rejected this position. In response to this,
f California’s policies to be lower competi-
er value. The past eight months these pre-

Conclusion

Perhaps the single most important thing that California failed to do in avoiding
a supply and price crisis was to remove impediments in the electrical grid to true
competition among buyers and sellers of electricity. Any California plan that ad-
dresses this issue should support direct access to the market for all buyers and sell-
ers—the current system still greatly restricts access. California’s plan relied on mar-
ket artifices, frustrating the development of direct access and driving an over-
whelming majority of transactions onto the “spot” market, where one is forced to
trade only “day-ahead.” The result of the monopoly Power Exchange’s “spot” market
was higher volatility and higher prices for electricity. Buyers and sellers of power
could not be reasonably assured that they could make or take delivery of electricity
in forward contracts. The California plan stressed developing competition among
generators, but failed to provide for the most critical component—direct access. This
and many other critical factors which support truly competitive markets were omit-
ted in the California plan. PJM has promoted direct access to a somewhat greater
extent than California but it is still exposed to the same structural problems that
are plaguing the California market.

Mr. Chairman, once again thank you for the opportunity to testify. I will be glad
to answer any questions.

Mr. BARTON. Thank you, Mr. Levin. We now want to hear from
Mr. Adrian Moore, who is the Executive Director of the Reason
Public Policy Institute in Los Angeles, California. Your statement
is in the record and we recognize you for your 8 minutes.

STATEMENT OF ADRIAN T. MOORE

Mr. MoORE. Thank you, Mr. Chairman, members of the sub-
committee.
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It is household knowledge that the deregulation experiment or
restructuring in California has proven to be a disaster across the
Nation. Under pressure to deregulate and lower electricity rates,
State legislators acted hastily without really understanding all the
issues at hand, and we are now reaping the consequences of their
actions. We have got something that is neither fish nor fowl. This
came up in the first panel. We are not really the old, regulated mo-
nopoly structure. Neither are we a truly deregulated, competitive
market. Something more like what Pennsylvania has, we are in
this strange world of our own, unlike any other State that has at-
tempted to deregulate its electricity market.

Now State leaders are again acting in haste and with only a par-
tial understanding of all of the consequence of their proposals, and
we are moving very rapidly toward a State dominated, if not State
owned and operated electricity system, the likes of which you don’t
see outside of Eastern Europe.

Meanwhile, summer of 2001 projections are looking particularly
grim. The most optimistic projections coming out of the California
Energy Commission show us having a couple of megawatts better
more supply than demand under the most optimistic assumptions.
We know those assumptions are n th the paper they are writ-
ten on. Blackouts are inevitable thig s er under any realistic

view of the future.
In the end, California residen@ty been denied the benefits of
competition and choice in elegtricity/that residents in other States

have enjoyed. We heard s
States. There are a nu® of others as well. So it is particularly

a shame for California residemts in that regard.

So what went wrong in California? I am going to avoid the aca-
demic impulse to really drill down into things and just try to hit
some highlights, many of which have already been covered. The
first and most important though is California did not deregulate.
They restructured, and what that means in a fundamental and
easy to understand way is the day-to-day operational decisions and
the long-term planning decisions of the electric utilities after re-
structuring were more controlled by the rules imposed by govern-
ment than before. You could argue that it wasn’t even a restruc-
turing, it was just a switching around of deregulation to free up
controls on the generation part of the market and impose far more
controls on the rest of the electricity market.

With a nod to some comments Mr. Doyle made earlier, another
common failing in analysis of what happened in California is a
tendency to oversimplify. The causes of price increases in Cali-
fornia, if you just look at that slice of the problem, are enormously
complex. I include in my testimony a diagram which is simply a
flow chart—it is at the end—of all of the factors that you could
argue fed into price increases. It filled the entire page with a sea
of little bubbles and arrows of forces at work here. That is the dia-
gram.

Mr. BARTON. I would commend all my subcommittee to actually
study this. It took me 30 minutes last night, but I did study it and
it is very useful.

first panel from several of these
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Mr. MOORE. The lesson of that diagram is simple. Policy solu-
tions are only going to carve out a little slice of that diagram and
not really affect overall outcomes.

Some specific pathologies with California’s deregulation have al-
ready been discussed. The power exchange and the pool model dif-
fered dramatically from the pool as a theoretical concept, and that
is implemented in other States primarily by being mandated and
being a monopoly, and I will draw some parallels of that with other
policy choices in a few minutes.

The price control is another problem that has already been well
discussed, but you know, put simply, prices are the mechanism
that tell consumers when it makes sense to consume more or less
of a good and tell suppliers when to invest in more or less produc-
tion. Okay. That is a great tautology, but this is not a simple mar-
ket. There is a good chance that the increase in wholesale prices
or, I should say, a good chunk of the increase in wholesale prices
in the California market is not simply a function of rules in those
wholesale markets. It is not simply a function of supply and de-
mand, and again, this goes back to my diagram. There are four
quadrants in that diagram. There are forces acting on the supply
side and forces acting on the demand.side, market rules and insti-
tutions created by California law then those extra market
forces, things going on in the natu as>pnarkets, things going on
in the market for emission cont, cetera, et cetera, that im-
pinge upon electricity markets ose things interact. So price
decisions within the Californi market and price controls are nec-
essarily abstracting aw ’%‘ all of that reality and therefore are

@ ‘

bound to bring about dist S

Discouraging entry in \/ power supplies, the gentleman from
Pennsylvania made some &x€ellent points in that regard about the
difference. The last numbers I saw California had 130 companies
offering to sell power to customers in that State. That is a remark-
able difference from California where there are virtually none be-
sides the original utilities at this point, and even at the beginning
there weren’t a whole lot in the way that was anticipated.

And partly that is a function of the power exchange I just men-
tioned by creating a monopoly centralized exchange like that. The
theory was that would encourage small suppliers to come into the
market, but the fact is lots of other restrictions, including the price
controls and so forth, discouraged that entry so you didn’t wind up
with the effect that was intended.

And T also want to give a nod to Mr. Waxman and emphasize
that I don’t believe that air quality regulations as such are a sig-
nificant part of the problem. Within the framework of the stand-
ards that exist, there is room to deal with this crisis without fun-
damentally revamping those standards. Now, I have lots of issues
with the air quality standards, the national air quality standards,
but out of academic honesty, I have to say that this particular cri-
sis isn’t a very good lever for revising those standards in any fun-
damental way. The problem really is how do we work within those
standards and there is lots of room to work within those standards
that are not being fully captured.

RECLAIM came up earlier, and under RECLAIM, which is a
market mechanism for achieving compliance with air quality stand-
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ards, there are constraints imposed by that market on electricity
generation as such, but at least it is a market mechanism and we
don’t want to explode that mechanism in an attempt to solve the
electricity crisis. We should work within that mechanism, and
there is room to do so.

Now, I am not going to talk about the contrast with other States,
though that is one of the questions the committee asked because
the first panel addressed that, but I do want to point out something
that tends to get overlooked. There is an organization called the
Center for the Advancement of Energy Markets which has a very
nice rating and benchmarking system for assessing State electrical
deregulation schemes, and in June of 2000, they ranked California
16th in the Nation in moving toward a system that actually of-
fered—their real bottom line benchmark is a system that offers
consumers real meaningful choice and competition in the market.
Now, that is 16th in the Nation at a time when a little over 20
States had even done anything toward deregulation. So California
has not been for some time a model of deregulation by any stretch.

The really interesting thing about Pennsylvania, which did not
come out in the last panel, is if you compare the actual reforms
that were made—the institutional ges made in Pennsylvania
and California, they are remarka jlar. The one overriding
difference is no mandates. Penns ia~dsed lots of the same in-
stitutions California did. They j them voluntary like a real
market. California made the tory, monopolies, controlled.
They worked great as long a et conditions were exactly the
same as they were at pe the legislation was passed. As soon
as the world changed,\{ institutions had no built in mecha-
nisms for change. They wev¢'not able to change, very fragile, and
the whole thing started collapsing and we are living through the
collapse right now in California.

Mr. BARTON. You are going to have to collapse the rest of your
statement.

Mr. MOORE. I will go right down to recommendations here. In my
testimony, I talk a lot about what the State ought to be doing but
I won’t belabor you with that. At the Federal level, the first rec-
ommendation I make is to recognize that the Federal role has to
be limited. State law created California’s problem. The bulk of any
resolution lies with State law as well. FERC has done a very good
job in spite of some criticisms that have been heard so far today.
FERC has done a good job of trying to set California up for success,
trying to create a competitive wholesale market in which a com-
petitive retail market created by a State could function. The fact
the State has failed to work within that wholesale market the way
much of the many other States have, as we heard this morning,
does not indict FERC’s management of the wholesale market.

Another thing the Federal Government, Congress, could worry
about is ensuring to the extent that it remains important a func-
tioning wholesale market. The fact that FERC has done well so far
doesn’t mean we can just forget about the wholesale market.
Transmission issues have come up. I second a lot of the rec-
ommendations that have been made that if we don’t start thinking
seriously about transmission we are not going to be able to ship
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electricity back and forth across State lines the way we need to,
and we are going to continue to run into these bottlenecks.

Something that hasn’t come up at all that is fully under Federal
purview is Federal hydro power. Bonneville Power Administration
and other Federal power entities, who are all in the California
market, has highlighted how absurd and distortionary Federal
hydro power sales policies are. Bonneville Power Administration
made huge profits selling in to the California market. Municipal
utilities in California made huge profits buying that power at cost,
owned by me a taxpayer, but because I don’t live in a municipal
utility district, it was sold to my neighbors at that cost and sold
to me at a 500 to 1,000 percent markup, though we equally owned
that electricity in an abstract sense, and this has really screwed up
the market in a lot of ways, and I recognize this is political buzz
saw.

Congress has visited the issue of Federal hydro power sales
many times. It is a very regionally divisive issue, but I think the
problems in California have brought a whole new light on just how
distortionary they are.

Federal agencies need to do their part. There are a number of ex-
amples where unrelated policies haye impinged upon electricity
markets, and what has come up argrenkironmental rules, but there
are a number of other issues as ¥ ow of an example of a
plan to use wind power to pu 0P
when people aren’t using the wifid

ing the day——

Mr. BARTON. You real to conclude. We will talk anec-
dotal evidence after t > So get to your bottom line right
now.

Mr. MOORE. Yes, Mr. xifman. Federal agencies need to be en-
couraged and incentivized to help make power come online in a lot
of different ways.

And finally, formulating Federal restructuring policy at whatever
level it occurs needs to recognize there are many paths to success.
The first panel highlighted that. There is no one sure way to re-
structure a market and so a “one size fits all” solution is clearly
contraindicated in this particular industry.

Thank you.

[The prepared statement of Adrian T. Moore follows:]

PREPARED STATEMENT OF ADRIAN T. MOORE, EXECUTIVE DIRECTOR, REASON PUBLIC
PoLricy INSTITUTE

INTRODUCTION

It is household knowledge nationwide that California’s electricity restructuring
has proven disastrous. Under pressure to deregulate and lower electricity rates,
state legislators acted hastily without understanding the issues at hand or the con-
sequences of their actions, creating a restructured electricity market that was nei-
ther fish nor fowl—neither the old, regulated monopoly system nor a competitive,
deregulated market. Now state leaders are again acting in haste and with partial
understanding and moving the state towards a state-dominated if not state-run elec-
tricity system the likes of which is not seen outside of Eastern Europe. Meanwhile,
Summer 2001 looms ahead, where the most optimistic projections show the state
teetering on the verge of blackouts—the reality is those blackouts are a near cer-
tainty given current policy directions. In the end, California residents have been de-
nied the benefits of competition and choice in electricity that residents of other
states have enjoyed, and current policies look as though California rates will remain
above national averages for years to come.
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WHAT WENT WRONG IN CALIFORNIA

California Did Not Deregulate, and Why That Matters

Many consider California a poster child for why electricity markets cannot and
should not be deregulated. But this is wrong for two reasons.

First, and foremost, California did not deregulate the electricity market, but rath-
er “restructured” it, requiring far more state intervention in electricity transactions
than existed before. In doing so, the law created a micromanaged market where sup-
pliers of electricity have the ability and incentive to manipulate prices to their ad-
vantage, and utilities are forbidden to shop for better prices. It is simply not accu-
rate to label California’s electricity reform “deregulation” when, for example:

» State regulators determine the prices customers pay for their electricity;

» Utilities are not allowed to seek out competitive contracts on their own, but must
purchase electricity in a mandatory “power exchange” with bidding rules that
require paying the highest bid price;

* The state determines what set of activities utilities undertake, such as requiring
them to sell their electricity generation plants and buy electricity through the
power exchange;

e Price caps and onerous market rules discourage new competitors from entering
the market; and

¢ New regulatory strictures created by the restructuring law constrain business de-
cisions on such matters as plant maintenance and transmission lines.

The past year of price spikes and the looming threat of blackouts result not from
“unfettered free markets,” but from the political micromanagement and market dis-
tortions that restructuring wrought.

Second, dwelling on California’s failures inst of on states that have had consid-

erable success in deregulating electricity, s Pennsylvanla is like skipping the
Superbowl to watch the last place teams w ew plays. States and other enti-
ties that have made effective and efficient gulation should be studied for
successful strategies, rather than Califo - 3 erience tarring deregulation with
the brush of inevitable failure. Fortunatg pite news stories about a few states

ahead.

The Causes of Prices Increase
be Simple
The simplistic story of why C ia’s electricity prices skyrocketed over the past
year is that demand for electricity had grown equal to, and even beyond, the sup-
plies of electricity available in the state. Between 1996 and 1999, California’s elec-
tricity demand grew by 5,500 MW (14 percent), eight times the 672 MW (2 percent)
increase in electricity generation capacity added over the same period. Of course,
these numbers do not explain why new electricity capacity was not added as de-
mand grew, or why demand did not shrink as supplies ran short.

Even detailed studies of the California electricity market oversimplify the prob-
lem—usually highlighting about a half-dozen factors that influence prices. In fact,
as the attached Figure (What Caused California’s Electricity Prices to Rise?) shows,
a tangled web of factors led to price increases.

Many of the price influences in the Figure (the un-shaded ones) came about due
to factors in other markets or natural changes in the economy, and there is little
that policy makers can do to influence them. But many other price influences (the
shaded ones) are shaped, and even created, by state policy decisions, most of them
part of the restructuring plan. Notably, failure to provide incentives to build new
power plants is not a failing of restructuring. Since the restructuring law passed in
1996 the state has seen an unprecedented growth in new power plants—after 12
years of no new plants at all, the last few years have seen nine new plants approved
by the California Energy Commission. The problem is not that companies don’t want
to build more plants, the problem is that it takes four to five years from initial ap-
plication to starting operations—in other Western states it takes half as long.

The key lesson of this example, and of the attached Figure is that simple solutions
are not possible—many different facets have to change for prices to return to normal
levels. Policy alternatives open-ended enough to accommodate the interconnections
between factors and resilient enough to accommodate changes in some or all factors
may be able to bring electricity prices back to more normal levels.

v

delaying their progress towards der@v most states are continuing to move
Ny

'omplex, However Much We Want Them to

Specific Pathologies of California’s Restructuring

California’s 1996 restructuring law was intended to bring about competition and
customer choice in power generation, but wound up a bundle of compromises, get-
ting unanimous approval only by offering something for everyone (legislators, utili-



112

ties, consumer groups, environmental groups, etc.), and creating a muddled, cen-
trally planned market lacking equal opportunity for all participants, incentives for
new firms to enter the market, and meaningful opportunities for customers to
choose among service providers.

For a few years these flaws caused not catastrophe but only disappointment. Vir-
tually no new firms entered the market, so few customers switched providers, and
prices did not change much beyond the mandated 10 percent rate cut. Indeed, most
people seemed to forget California had restructured the electricity market.

But the summer of 2000 changed that. For four years electricity demand had
grown 14 percent with the state’s population and the increasingly digital economy.
Meanwhile, electricity supply had limped along to a mere two percent growth. The
state had become a big energy importer, bringing in 20 percent of its electricity from
neighboring states.

In 2000, as temperatures started to rise, demand for electricity threatened to out-
strip supply, and flaws in the system created by restructuring became gaping frac-
tures, unleashing a flood of woe. Wholesale prices rose dramatically, causing radical
price spikes in San Diego where retail prices were no longer capped. Caps were
quickly re-imposed in San Diego, but as the utilities were forced to pay far more
for electricity than they were allowed to charge customers, their losses began to rack
up to billions of dollars. Meanwhile, with prices capped, customers had no incentive
to conserve electricity and thus moderate demand, and the state began to flirt with
blackouts. Winter failed to bring sufficient relief, and California’s crisis has contin-
ued to grow.

California’s electricity restructuring embraced some vividly unique policies, such
as establishing a mandatory, centralized market for all exchanges (the Power Ex-
change), vesting complete control of the grid in a centralized body (the Independent
System Operator), and rejecting the messy, trollable practice of bilateral for-
ward (long-term) contracts between utilities wer generators.

A complete discussion of restructuring e at have proven problematic,
and in some cases disastrous, would be tedi will touch on just five funda-
mental elements. That five substantive j eas can be singled out is a lesson
in itself—something as complex and ¢-4s a competitive market cannot be
planned and packaged in a piece of<igi \ oh. Attempts to repair the mistakes of
same hubms rather than focusing on sim-
entions and distortions so that market
¢ problem elements of the restructuring dem-
consequences and an overall inability of the

plifying the rules and mi
forces can work. Examlnmg
onstrates a cataclysm of unint
structure to adapt to changing

A. Planning the Market—The Independent System Operator and Power Ex-
change—Participants who crafted California’s electricity restructuring did not have
much faith in the market process. Legislators were concerned about loss of control
over the system and that customers would not understand it. The utilities came
from a regulated monopoly culture and were not used to operating in competitive
markets. Consumer groups are perpetually suspicious of market power and abuses
by corporations. Environmental groups did not want customer choices to undermine
existing conservation and renewable resource mandates. For all of them, restruc-
turing meant developing a set of specifications for the market that would achieve
the new, vaguely defined objective of competition, while retaining those elements of
the old system deemed imperative.

Two characteristics stand out about the rules for the Power Exchange (PX) that
restructuring put in place. First, it is a mandatory centralized market, with the pri-
vate utilities required to buy and sell all of their power through the PX, and second,
the bidding rules created a market-clearing price that aggregated prices upward.

The market was mandatory for several reasons. Restructuring architects wanted
to be certain utilities did not tie themselves down with long-term contracts that
would lock in current prices when everyone expected prices to fall. Regulators were
also concerned that the market be transparent—everyone can see what is being bid
and bought in the PX. They worried that a market where utilities could make con-
tracts directly with power generators or could use alternative markets would make
it difficult for consumers to see how power was being exchanged in the market. Un-
fortunately, reality has not lived up to the ideal. Data on bids and transactions take
months to become available, and the information is often incomplete or aggregated.
Nothing in the data on the PX Web site that helps consumers to choose among
power providers.

The second noticeable fact about the PX—its bidding rules—arose from concerns
similar to the first. In order to provide the transparency regulators sought, they en-
acted bidding rules to create a market-clearing price. Think of this simplified
version of the rules. Suppose there are 12 power generators, each of which provides
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10 units of electricity. Each day they bid what price they want to be paid for their
10 units of electricity the next day. Suppose total demand for electricity is 100 units.
The PX then starts with the lowest bid and adds up the bids until it reaches 100
units (10 power generators). Since the PX governs all transactions between the utili-
ties and generators, and pools them, the market-clearing price is the one that deliv-
ers all 100 units demanded—which is the highest of the 10 selected bids (if the price
offered was lower, the 10th generator would not sell, and total demand would not
be met). All sellers receive this highest bid, market-clearing price, and the utilities
have to pay that price for all their electricity.

As long as supply is greater than demand, bids under this rule should be competi-
tive. The two highest-bidding power generators’ bids are rejected, so the generators
have an incentive to bid competitively. When the PX was created, everyone assumed
supplies of electricity would grow faster than demand as competition stimulated
new entry into the market. But, due to other elements of the restructuring and ex-
isting regulations, market entry and increasing supplies did not materialize (more
on this below). So, in our simple story, total demand rose to 120 units of electricity.
Once that happened, power generators soon realized that all of their bids would be
accepted no matter what price they asked. With a myriad of forces at work driving
up wholesale electricity prices (again, more on this below), PX bidding rules allowed,
and even encouraged, power generators to charge very high prices and make very
large profits.

Meanwhile, the alternative to buying power in real time in the spot market is to
contract for delivery of electricity at a specified price over a specified period—for-
ward contracting. Forward contracts lock in a price, so if prices go up, the buyer
has made a good deal, but if prices go down, the seller made the better deal. But
both buyers and sellers often prefer to have some forward contracts to balance the
risks of the spot market—uncertainty and volatjig

By requiring utilities to buy all of their «v n the PX, the restructuring bill

began to offer forward contracts, but the uld not allow the utilities to con-
tract forward for more than five percent } ad The PUC also would not allow
the utilities to form forward contract: ith power generators (bilateral con-
tracts), but limited them to the PX ard contracts.

the utilities to seek bilatera ontracts outside the PX. In December, FERC
released the entire 40,000 mygs p (MW) load in California from the mandatory
PX, granting utilities discretiomog6ntract forward as much of their load as they
deemed necessary through the PX“block forward contracts or bilateral forward con-
tracts. However, the PUC has yet to relax its restrictions on utilities’ forward con-
tracts.

The resistance to allowing forward contracts has several rationales. The argu-
ments against forward contracting, especially bilaterally, are the same as those in
favor of a mandatory PX. First, since the PX was intended to offer the perfectly
planned market for real-time exchanges, there was deemed to be no need for for-
ward contracts. Restructuring anticipated plentiful supply and a competitive spot
market that would drive prices down. Allowing utilities to forward contract would
probably mean they would lock themselves into high prices, and the state would
wind up having to let them pass those higher prices on to customers. Second, bilat-
eral forward contracts would not be transparent to consumers as are PX trans-
actions, and thus would not feed into their choices.

But this is static thinking. As customers are given real choices of electricity sup-
pliers, utilities have to factor those choices into their forward contracts as well as
spot purchases. Utilities are obliged to accommodate the supplier choices of the cus-
tomers in their distribution area. If they wind up with high-price contracts or too
much load forward, there is no regulatory failure, just a mistake by the utility, for
which their shareholders must pay. There is no need for a regulated pass through.
And customers don’t care about how the utilities manage their load; they will shop
for price and ancillary services.

Only in August 2000, well fo~ED mer crisis, did the PUC relent and allow
KO

Price Controls

Prices are perhaps the most fundamental building block of markets, the mecha-
nism by which information is carried through the economy, encapsulating data
about costs and tradeoffs so vast that even today’s computers cannot predict price
changes. Put simply, prices help tell consumers when it makes sense to consume
more or less of a good, and tell suppliers when to invest more or less in production.

Unfortunately, cutting and capping rates is almost irresistible to some politicians
as they craft restructuring. It offers oft-illusory stability during the transition to
competition, as well as an immediate “accomplishment” politicians can point to. The
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architects of California’s electricity restructuring were quick to jump on the band-
wagon, severing prices from the market. The law mandated an across-the-board 10
percent rate cut, and created a Competitive Transition Charge (which came close
to offsetting the cut) to finance paying down utility stranded costs. The caps on re-
tail rates were set to stay in place for each utility until it had paid off its stranded
costs, or 2002, whichever came first.

These price controls are the cause of many of California’s current problems. They:
a) discouraged new firms from entering the California market so customers have
never really been offered meaningful choices among electricity providers; b) reduced
incentives to invest in new electricity generation plants in the state or new trans-
mission lines to import electricity, either of which might have alleviated the current
electricity shortage; c) blocked all signals about electricity shortages from reaching
customers, leaving them no incentive for voluntary and gradual demand reductions
that might have minimized the current crisis; and d) created a wedge between
Whlolesale and retail prices that led to billions of dollars in losses by state electric
utilities.

By cutting rates 10 percent from the start, the law set a barrier to entry by new
firms. Most people will not switch to a new electricity provider unless they are of-
fered a significant price reduction. With rates already cut 10 percent, entering com-
panies would have to offer electricity for nearly 20 percent less than the pre-restruc-
turing price to get many customers, and that is hard to do right off the bat. Even
worse, the law required new companies selling electricity to customers to charge the
Competitive Transition Charge to help pay down the stranded costs debt. That
added to the new sellers’ costs, making it even more difficult to find a way to offer
customers dramatic enough rate reductions to persuade them to switch companies.

The result protected the incumbent utilities, as few new companies chose to enter
California’s electricity market. Customers, exp§efing “deregulation” to bring a flood
of marketing mailers and dinner-time soli&l calls to switch electricity pro-
viders, are rarely offered any choices, and P get their electricity from the
same company with the same service optig ey always have. As of June 2000,

of them were industrial and large co .
Price caps also discouraged inve n‘new power plants in California. In a
will rise until supply expands as well. The

to’add capacity and give the ones who best

free market, as demand expands,—pne
rising prices tell producers # @

estimate future demand bett ng on their investments. But with price controls
in place, no such signals are s& ¢ suppliers. Instead, they can invest the same

money in building power plants ewhere where there are no price caps to mini-
mize their return on the investment. And electricity plants have unique risks—some
plants will not run all year, only going online when demand reaches high levels.
Those plants have to cover a whole year’s costs (fixed and variable) in those limited
hours of operation, and prices must go up at such times of high demand to balance
things out. But that balance is knocked flat by controls that don’t allow prices to
fluctuate with supply and demand.

In simple terms, the reason for the current electricity crisis in California is that
demand grew while supply remained flat. As demand exceeded supply and prices
were capped, limiting conservation, the state started to experience shortages. Prices
that rise as demand rises not only signal suppliers to add production but also tell
consumers they may want to consume less. Population and job growth drive up the
total statewide demand for electricity, even if homes and businesses are each using
about the same amount they always did. If that makes prices go up, consumers will
look for ways to conserve until supply increases and brings prices back down.

Discouraging New Power Supplies

California is not an easy state in which to build a power plant. Licensing proce-
dures and rules are expensive and time-consuming. Environmental regulations are
among the most stringent in the nation, and power plants are unpopular neighbors,
often sparking resistance from local residents. In California, plants often take three
to five years from concept to operation, while in other Western states the process
can be as short as one year.

Thanks to these barriers, in 1996, as restructuring was debated, California had
not seen a new power plant built in a decade. Yet the state still had excess energy
generation capacity. Indeed, one reason for restructuring was to let market incen-
tives determine capacity decisions. The architects of restructuring assumed that
competition and profit opportunity would bring new power plants to keep electricity
supply well ahead of demand in spite of the difficulties state regulations present.
And, despite restructuring’s failure to allow a competitive market, restructuring did
stimulate new capacity—between March 1998 and the end of 2000 the California
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Energy Commission had licensed nine new power plants that will generate over
6,000 MW, about 16 percent of the state’s average daily load.

But these new plants are so slow in coming—the first won’t be online until mid-
2001—they won’t help solve the current shortage. The long delays in adding capac-
ity in California had set the state on the road to shortages long before restructuring.
Since 1988, the state energy commission has been predicting that demand would
catch up with and surpass supply. But state leaders did nothing to change the bar-
riers that discouraged new companies from building new power plants. At first, dis-
cussions of deregulation may have discouraged new investment, since private com-
panies did not know what kind of law the state would pass. But restructuring ended
that uncertainty and companies saw an opportunity to make money from growing
demand in California. The new plants they are now building will likely assure that
the current shortage will not persist.

Government-Owned Utilities Are Protected from Competition, but Allowed to Profit
from it.

Government agencies generate almost a quarter of the electricity in California
(see Figure 2) and thus are an important part of the state electricity market. Re-
structuring allowed municipal utilities (munis) to choose whether or not to enter the
competitive market. So far they have not chosen to do so. Instead, munis and other
government power generators took advantage of the PX and ISO to sell their excess
power and earn considerable profits in the process.

In 2000, government generators made big money from the wholesale price spikes
that caused the state so much pain. State agencies and local water authorities sold
their excess power into the grid—the State Water Project, for example, made $23.6
million in profit from selling power at high PX prices. Large munis followed suit—
the granddaddy of them all, the Los Angelgs (OWP made close to $200 million in
profits. Even small cities like Redding, which¢axhed $8 million in profits, took ad-
vantage of the situation.

Some of the power that munis sold came

&R

and is offered first to government utiliti @‘h ¢ private utilities can buy any. Cali-
D e power” they could and resold it into the

ey bought it for. BPA itself sold power into
$207 million in profits (a 116 percent in-

PX and ISO for five to ten ti
the California market and in

run up huge losses, munis argue Woth that deregulation is a bust and that govern-
ment ownership of utilities is superior to private ownership. But the munis’ sunny
days are an artifact of restructuring’s rules. Unlike the state’s private utilities,
munis were not required to sell off their generation plants, were not forbidden to
use forward contracts to hedge against price increases, and they had the option of
buying from and selling into the PX. Ironically, restructuring wound up shackling
the state private utilities while leaving the munis free from any state restrictions.

In fact, evidence indicates that munis are less efficient than private utilities and
could benefit from competition. Munis’ average charges for residential customers are
slightly lower than the average for private utilities but a bit higher for industrial
customers. But munis’ average total cost for electricity generation is 10 percent
lower than for private utilities, thanks to a batch of subsidies. Since munis’ rates
are not 10 percent lower, the difference is waste and bloat. A number of studies
have shown that private electric utilities are more efficient than munis.

As California and other states continue to move toward competitive electricity
markets, the distortions caused by government utilities’ exceptions and subsidies
have to be rectified. Federal preference power is owned by all U.S. taxpayers, but
since it is offered with preference to munis, it serves to transfer wealth from cus-
tomers of private utilities to customers of munis. The fight to make federal hydro-
power equally serve all U.S. taxpayers has been long and contentious, but recent
events in California once again highlight the need for such reforms.

Also, a state’s electricity market cannot be truly competitive if customers in many
of its largest cities are not allowed to choose their electricity provider, and when
tax policies and regulations give government generators advantages over private
ones. As restructuring moves forward, munis should be integrated into the competi-
tive market.

Divestiture—Determining Industry Structure from the Top Down

Before restructuring, the state’s electric utilities were vertically integrated, mean-
ing they owned all elements of the system—generation, transmission lines, and dis-
tribution systems. Fearful that incumbent utilities would give their own power
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plants favorable access to the grid and thus stifle competing power generators,
restructuring’s architects created strong incentives for utilities to sell off (divest)
their power generation plants. The utilities responded by quickly selling their nat-
ural gas power plants, though, due to resistance in court by environmental groups,
their hydropower plants have not been sold.

Today, many state leaders have changed their mind about utilities selling the rest
of their power plants—Gov. Davis has proposed forbidding the utilities to sell any
more power plants, and a bill to restrict utility asset sales was introduced in the
state Assembly. These proposals make the same underlying mistake as the original
decision to get utilities to sell their generators, assuming the future of the market
is known and there is a “correct” industry structure for that known future market.

Deciding what assets an industry should or should not own requires knowledge
about the future, knowledge public officials don’t have. Regulators find it easy to
theorize about possible bad behavior by vertically integrated utilities in a competi-
tive market but are less able to predict possible harm to the market from dis-inte-
grating utilities. The policy flip-flop of California’s leaders on divestiture, as market
conditions have changed, brings home the consequences of dictating market struc-
ture. There are many advantages to vertical integration—reducing transaction costs,
economies of scope (producing multiple goods more cheaply), improved coordination,
and hedging against risks, to name a few.

Public policy should not dictate industry structure. Utilities can best make their
own decisions about what assets they need to own to be competitive. When deregu-
lation aims only to make electricity generation competitive, regulators overseeing
utilities’ distribution operations will have to guard against utilities favoring their
own power plants over those chosen by electricity consumers. Effective rules linking
customer supplier choices with requirementi i{se>the grid will make such oversight

easier.

STARK CONTRASTS: SUCCESSFUL LATION BY OTHER STATES

In the rush to condemn electricity d n as the cause of California’s cur-
rent woes, many observers have ovexlgok: e success stories in other U.S. states
and worldwide, as well as the we afted”plans of states like Ohio and Texas.
rather the consequence of thé

AJif : aos is not the result of deregulation, but
D lzed restructuring process.
Indeed, the Center for the Aq gement of Energy Markets has ranked state de-

regulation plans according to how>éffective they are in transitioning from monopoly
to competition and customer choicé. In July 2000 they ranked California 16th in the
nation, with many states ranking lower only because their deregulation plans were
incomplete.

At the top of the rankings is Pennsylvania, where customers were given meaning-
ful choices between electricity providers, new companies were encouraged to enter
the market, prices have gone down for those who shopped for price, and “green (in-
cluding renewable) power” has achieved a respectable market share. Most impor-
tantly, Pennsylvanians reveal in surveys that they are happier with their electricity
service than most people in the nation. Deregulation—done right—does work and
does benefit consumers.

Pennsylvania, which passed deregulation legislation at the same time as Cali-
fornia, has fully implemented deregulation for all customers. Pennsylvania’s cus-
tomers have seen average prices decrease and an increase in service options, includ-
ing “green power.” Of the states that have deregulated wholesale and retail elec-
tricity markets, Pennsylvania has had the highest rate of customers switching to al-
ternate generation providers, and Pennsylvania’s customers express the highest sat-
isfaction with their electricity services in the United States. Pennsylvania achieved
this deregulation success through market-based default (or standard offer) prices,
non-mandatory divestiture of generation, accelerated phase-in of all customers, and
the use of financial instruments and regional markets, all of which encouraged al-
ternate providers to enter the market and create real competition. Other states with
early deregulation, such as Massachusetts and Rhode Island, did not experience
Pennsylvania’s success, and have recently adopted policies that have succeeded in
Pennsylvania (such as higher default prices to encourage entry).

Other nations began experimenting with electricity deregulation before the United
States, most notably the United Kingdom, Australia, Argentina, Norway and New
Zealand. The United Kingdom’s process has led to a 26 percent average price de-
crease and improved satisfaction with electricity service. Australia’s national struc-
ture, with states responsible for deregulation decisions, resembles the structure of
the United States more than the United Kingdom’s centralized government effort.

These examples show that C



117

Since 1991, Australia’s customers have experienced an average price decrease of 24
percent.

Texas also appears poised to succeed in realizing the benefits of electricity deregu-
lation. While its legislation went into effect only in June 1999 and its pilot program
to test the process starts in June 2001, many view Texas as a blueprint for deregu-
lation success. It has incorporated the negative lessons from California with the suc-
cesses of Pennsylvania, the United Kingdom, Australia and elsewhere to craft a
process that gives new providers real incentives to enter and provide competitive
services at lower prices to Texas consumers. The Texas legislation stipulates a
“price to beat” or default price that is six percent below the January 1999 average
price; this price is low enough to generate price decreases for consumers but high
enough for market entrants to see profit potential. The “price to beat” then becomes
a retail cap that is effective for only five years. Also, Texas has not mandated full
generation divestiture, but has followed the Pennsylvania model of restructuring
studies, with the incumbent utility retaining no more than 20 percent of the genera-
tion capacity in their service area. The full retail market is set to open in January
2002. Finally, but perhaps most importantly, Texas will not establish a centralized
electricity market like California’s Power Exchange, but will instead allow buyers
and sellers to transact how they see fit through for-profit financial markets. This
flexibility will enable all market participants to limit their risk (and their con-
sumers’ risks) of energy price volatility, and to be creative in devising financial in-
struments to manage that risk.

California’s experience is in no way representative of the consequences of deregu-
lation; in fact, when done well, these success stories show just how much benefit
both consumers and innovative sellers can gain from electricity deregulation. Elec-
tricity deregulation can deliver consumer choieg,rconsumer savings, and a business
climate that encourages entrepreneurship. %

RECOMMENDATIQN

at will bring California to a competi-
prices, and a more reliable power supply.
t crisis—the forces acting on the market

unintended consequences at someMuture date. With a little time to learn from the
mistakes of the initial restructuring and from more successful deregulations else-
where, the state’s leaders can craft policies open-ended enough to accommodate the
complex interconnections in the market and resilient enough to accommodate
changes in market conditions. To that end, we offer the following policy rec-
ommendations.

Recommendations for the State Level

1. Articulate a vision of moving toward competition that will alleviate concern of
regulatory intervention. Too many state leaders are offering isolated policy ideas,
would-be silver bullets, and conflicting proposals that fail to tell the market what
direction policy is moving and what endstate is sought. Inflammatory, populist rhet-
oric by state leaders replete with threats of police action and takings only exacer-
bates uncertainty about California’s electricity market. A clear and well-articulated
endstate and set of goals will help policy makers formulate coherent and coordi-
nated policy proposals and reassure the public and the market.

2. Change the law to make the PX voluntary. A spot market is a necessary compo-
nent of the overall electricity market. But centralized mandatory pools bring to the
market perverse incentives and rigidities that create distortions and an inability to
adapt to changing market conditions. As a voluntary spot market, the PX can be-
come an independent competitive exchange and develop bidding rules that attract
both buyers and sellers.

3. Help alleviate the barriers to long-term power contracts. State leaders have ac-
knowledged that the utilities need to add forward contracts to their portfolios to
hedge against wholesale power price fluctuations but have not developed adequate
policies to help make forward contracts happen.

The governor’s 14 January proposal to have the state enter into forward power pur-
chase contracts is not wise. The state would be taking on futures risks with no expe-
rience or skills in evaluating those risks, and putting taxpayers at risk for its mis-
takes. One unavoidable lesson of California’s electricity restructuring is that policy
makers are ill-equipped to accurately predict how markets will evolve.



118

State leaders could achieve similar results by offering state guarantees to back util-
ities’ initial forward contracts. This would alleviate the credit risk that is driving
up forward prices offered to utilities, but dilute the taxpayer’s risk and let the utili-
ties negotiate the contracts with their experience, expertise, and incentive to prog-
nosticate correctly.

State leaders should immediately convene a summit of leaders from state agencies
and cities that generate electricity for resale to explore opportunities for cost-based
forward contracts with the utilities. Government agencies control about one-quarter
of the state’s power generation and resell about 40 million MWh each year. Though
their loads are very seasonal, if even 10 to 20 percent of that load could be for-
warded to the utilities at cost, it would help push forward prices down and lever
additional contracts.

4. Create a plan for phasing out price caps. A market cannot work without market
prices—consumers don’t know when to reduce consumption, and suppliers don’t
know when to increase production. In the short run, price caps only guarantee that
utilities will continue to bleed red ink, suppliers will look for other markets in which
to sell, and consumers will have no incentive to conserve electricity. Putting a stop
to further losses will also make it possible for the utilities to purchase power on
their own.

Gradually, but predictably, raise the price caps. Convene a working group to cre-
ate an initial schedule and revise the schedule periodically as market conditions
change.

Tie rate cap increases to milestones in accomplishing other policy changes that in-
crease competition and customer choice in the market and reduce utilities’ market
power. If other policy changes are successful in allowing market entry and new com-
petitive choices for consumers as well as ineredséd electricity supply, the timetable
to remove price caps can be moved up.

Meanwhile, implement a system to guard just exercise of market power in utili-
ties’ customer charges. Until consumers OoRptions in the face of high prices or
bad service from utilities, regulatory oye necessary.

Encourage utilities to implement redf-ti icing and metering so that consumers
can adjust their use of electric‘ ices change. Implementing real-time pricing

and metering can also justify 4 a the schedule for removing price caps.

5. Accelerate completion o dwer plants with a constructive approach to li-
censing and enforcing environmexitgl/rules. Restructuring spurred a level of invest-
ment in new power plants not sestrin decades in California, but the permitting and
construction process takes years longer than in other Western states. The problem
is not as much the standards as how they are enforced. State regulators do not care
if power plants get built, only that the standards are followed. State leaders must
get state regulators on board with a new, constructive approach that works with de-
velopers to get power plants built without violating the standards. In an 8 February
Executive Order, Governor Davis embraced this approach to speeding up expansion
of California’s electricity supplies.

6. Integrate municipal utilities into the market as it becomes competitive. Califor-
nia’s electricity market will not be truly competitive if customers in many of its larg-
est cities are not allowed to choose their electricity provider. As restructuring moves
forward, municipal utilities should be integrated into the competitive market. Over
the long run, state leaders should challenge the federal government to end the in-
equities and wealth transfers that federal subsidies for municipal utilities and pref-
erence distribution of federal hydropower inflict on California residents.

7. Do not dictate utility industry structure. Requiring the utilities to sell their
power plants turned out to be a mistake when market conditions changed in ways
policy makers did not predict. Forbidding utilities to sell power plants repeats the
same error. Policy makers do not know the future of the electricity market and
should not lock the utilities into any arbitrary structure based on the exigencies of
the moment. Ensuring that utilities do not favor their own generation plants is bet-
ter served by developing good rules to govern how customer choices are reflected in
grid loads, by encouraging distributed generation, and ultimately competitive elec-
tricity distribution systems.

8. Work out a deal with the utilities to split their current losses between their cus-
tomers and their shareholders. Since state policy is really to blame for the current
crisis, customers and the utilities will have to share the costs, and utilities should
not be able to take back all the losses from customers once rates are uncapped. To
spread out the portion that will be passed on to customers, the state might back
a securitization (as was done with the utilities’ stranded costs).

=
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Recommendation for the Federal Level

1. The federal role must be limited. State law created California’s problems, and
the bulk of any resolution of the crisis lies with state law as well. FERC has done
a good job of setting California up for success, making the changes in wholesale
market rules necessary to return California to the path to a competitive electricity
market. Current federal policy allows the states to pursue deregulation their own
way and at their own pace, and for most this has proved beneficial. Yet, I recognize
the pressure on Congress (especially the California delegation) and the Administra-
tion, to do something!

2. Ensure a well-functioning wholesale power market. FERC has done a great job
of allowing a functioning wholesale electricity market to evolve. To build on that
success, it is vital that the federal government address, as much as it can, disincen-
tives to invest in transmission lines, which are increasingly crucial to the regional
movements of electricity on which a competitive electricity market depends. Current
rules limit the rate of return on transmission lines to a level that does not com-
pensate for the high risks that political uncertainty impose on transmission invest-
ments. Allowing higher rates of return until all parts of a region are deregulated
would encourage investment.

3. Reform policies for selling federal hydropower. BPA’s role in the California mar-
ket has highlighted how absurd and distortionary are the policies for selling its
power. In the Northwest, BPA power selling policies are so skewed it makes sense
for some factories to shut down and resell their electricity. In California, some resi-
dents benefit from low-cost federal electricity while others do not, though as tax-
payers they all ought to have equal rights to it. The only sensible policy for selling
this electricity is in open auction to any viable purchaser. And yes, I recognize this
recommendation is a political buzzsaw, but it isstill right.

4. Federal agencies need to do their part. small ways, decisions by federal
agencies have significant impact on Califor: icity market. I know of a case
where the Interior department has for layed a land transfer that would
allow a project storing off-peak wind p ak periods, even though Interior
supports the land transfer—its just ¢ inertia. In another case, logging
and road restrictions in California’ Forests restrict the collection of bio-
mass (dead wood, underbrush, to power 31 power plants in California that
generate nearly two percent peak electricity demand—enough to make
the difference between a Stage wer alert and blackouts. All federal agencies
need to work within their meang to’help the growth California’s electricity supply,
and they need not compromise ot policy goals to do so.

5. In formulating federal restructuring policy, consider the many paths to success.
California’s failure is unique—other states have hit bumps in the electricity deregu-
lation road, but relatively minor ones. Pennsylvania shows that deregulation can
succeed, and Texas shows the process can be refined yet further (though we don’t
know the outcome there yet). The bottom line is that the move from regulated mo-
nopoly to competitive markets is an evolutionary one, with no single right path, and
no static end-state to arrive at. Policies have to be open-ended and flexible, and bal-
ance transitional interventions with longer-run removal of market restrictions. And
patience is a virtue here—markets take time to evolve, if we will wait for them.

Mr. BARTON. Thank you. Last but not least, we have Mr. John
Fielder, who is the Senior Vice President for Regulatory Policy and
Affairs for the Southern California Edison Company, a company
that has not only felt the pain, has actually lived the pain and is
living it today. We welcome you. Your statement’s in the record
and you are recognized for up to 8 minutes to elaborate on it.

STATEMENT OF JOHN R. FIELDER

Mr. FIELDER. Thank you, Chairman Barton, Congressmen. I wish
I could say it was a pleasure to be here, but right now it is not
a pleasure to be anywhere. I mentioned earlier maybe it is even
better to be here than in Sacramento these days because it is a cir-
cus in Sacramento.

This is a mess. I am not going to spend a lot of time reviewing
how we got here. I think the prior panel and the prior speakers
have kind of touched on most of the issues. I would like to spend
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the time I have talking about where we think we ought to go to
get out of this mess.

I think everybody agrees that we made serious mistakes. I say
we in a collective. There is a bit of a misperception that the utili-
ties were kind of behind deregulation in California. I don’t want to
go back and do finger pointing too much, but the Public Utilities
Commission started the deregulation process over the objections of
the utilities in 1994, and we wrangled for about 2%2 years before
we ever got to the legislature with AB 1890. The utilities were
happy being vertically integrated, noncompetitive utilities. We have
been monopolies for a hundred years. We thought it worked fine.

The compromise that came about in the legislature was only in
reaction to the PUC’s action, and I think a lot of the problems with
1890 and a lot of the problems with the way we implemented it
was the fact that it was a compromise and somebody mentioned we
had all the parties at the table, and you know what that looks like
when you get done with a several month process that turns out to
be a compromise.

Most of the problems need to be resolved at the State level, and
I think there are 1 or 2 things that can be resolved or helped at
the Federal level looking forward. I n, this is such a mess that
some of the options that we migh had open to us going for-
ward are gone.

The first thing that the State do is to make the utilities
financially viable. Now, in the r@iy of California, what this im-
plies is rate increases and itpes\mean raising the retail rates for
customers that have u Sedth ower that we have delivered to
them. We have run up ¢e -ﬁ about $5 billion, $5.5 billion dollars.

Mr. BARTON. We is ju company?

Mr. FIELDER. Our compahy. I am sorry, I am talking about
Southern California Edison now. PG&E has got its own problems.
They have actually run up a little more than we have and that has
happened in 8 months. Eight months ago we were a financially
healthy company. We were a single A-plus rated company. We had
good bond ratings. We were profitable. Today, our shareholders
have lost two-thirds of their value. We have had to suspend the
dividend for the first time in the company’s 100-year history. We
have had to lay off over 2,000 employees, cut back on service, mini-
mize investments in the distribution system. It has just torn this
company asunder.

On a going forward basis we have to raise rates to amortize some
of this $5 billion that we have paid out and borrowed on customers’
behalf to deliver energy. Now, a lot of people think that that is
going to be a big rate increase. Let me tell you that with the plan
that we have proposed to amortize it over 10-years and using some
bonds that would be issued by the State, it is less than a penny
a kilowatt hour to amortize that past debt. That would enable us
to pay the bills that we haven’t been paying. We have over $700
million in bills. We haven’t paid generators. We haven’t paid quali-
fying facilities because we are out of cash. Our credit lines are bor-
rowed to the max and we don’t have any money and it is kind of
like when you used all your credit cards and now it is time to pay
the bill, there is no money there to pay, and we can’t borrow any-
more.
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So we need to raise the rates to amortize the past undercollec-
tion. That will get us our credit lines back. We can then borrow
money as we have for years and try to procure power and keep the
utility in balance with the demands that the customers are placing
on us. One of the things that has happened in the last 2 weeks is
the State has passed a law now that says they are going to procure
the power for customers that is over and above what the utilities
can provide through their own generation and their own contracts.

So the State is in the power business. The State Water Resources
Board is acquiring power today. They are trying to do it under
long-term contract. They have not got very much of the supply
under long-term contract. They are spending, as somebody men-
tioned, about a billion dollars a month. I think that is low, and you
know even with a $10 billion surplus in the State, they will run
through that without some other market reforms in just a few
weeks or a few months.

The second thing we need to do is we need to get off the spot
market, as people have said. We need to get into long-term con-
tracting. The State has taken that over. We had proposed that the
utilities should do that. It is a little bit of a revisionist history,
some of the stuff that was said in the garlier panel.

We saw as early as 1998 the ris ou could have with a spot
market. In the summer of 1998 we prices run up to prices
ly stayed there for a few
ack, but in the spring, in
Public Utilities Commission
contracts and get off of the spot
5 Inconsistent with what the PUC’s
policy was. That applicat as opposed by virtually everybody in
the State, generators, marketers, energy service providers, big cus-
tomers, small customers, because it was kind of the mantra that
we are trying to get the utility out of this business, and if you tie
up long-term contracts to supply and get lower prices than what
they think the competitive market will yield, we won’t have a com-
petitive market, we won’t have direct access.

So that mentality was there early and in spite of our—over the
last 2 years we have tried seven times to get authority to do bilat-
eral contracts and not until last summer, when the horse was out
of the barn by then, were we given the authority and even then it
was with a lot of strings attached.

What bilateral contracts we were able to enter into we had can-
celed because we are not creditworthy anymore. So the State is ba-
1s{ically in the power procurement business. For how long, we don’t

now.

The third and fourth things that the State needs to do, and they
are finally getting around to this, is we do need to change the per-
mitting processes and put some more incentives in place to get new
generation built in the State. When we started this deregulation
process, everybody thought the common wisdom and all the fore-
casts were that we had 30 percent surpluses. So when we started
this thing in 1994-95 there was a surplus of generation and I think
that gave people confidence that we wouldn’t run into the problems
we had. We misjudged it. Demand grew more than what anybody
thought and we are now short and we need a crash program, and

to get authority to do ;l"
market, even though tl

X

x
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the legislature is about ready to and has done a lot to provide in-
centives for generators, to streamline the permit process, to put
some better bureaucracy behind the environmental permitting
process and hopefully get some generation online in the near fu-
ture. Right now we don’t expect to get more than about 1,000
megawatts before the end of 2001. Most of that comes after the
summertime. The forecasts are, and the CERA report that you
mentioned, Mr. Chairman, is forecasting, and I think probably con-
servatively, 20 hours of rolling blackouts sometime this summer
and it is just the fact of the physics.

The other thing that we need to do is we need to move on the
demand side and really increase the awareness and the conserva-
tion ethic in the State. We have spent hundreds of millions of dol-
lars, billions of dollars over the last 10 years on energy efficiency.
Commissioner Wood or somebody mentioned that the State, the
utilities didn’t do a good job of energy conservation since this mar-
ket became deregulated or restructured or screwed up, whatever
you want to call it, but the fact of the matter is that another policy
of the Public Utilities Commission was to get the utilities out of the
energy conservation business, out of the energy efficiency business.
They wanted to turn it over to the private industry so that utilities
were basically cut back in their rol livering energy efficiency.

We think the utilities are the b e to deliver energy effi-

ciency. We have done it for 10 s\or more and when you dis-
burse that role to the marketpla is disorganized and has its
own provincial financial inte s take, you don’t get the energy
efficiency that you are ‘

paying\fo

Last, let me just saj\y ) sect to the FERC, and I know this
is not popular, but we need gome type of respite to work ourselves
out of this from the high ‘volatile spot prices that we are seeing.
There is no new supply that is going to be in the market in the
next few months. We can’t keep paying 250, 300, $400 a megawatt
for power. There is just not enough money in the State to keep pay-
ing those kinds of prices. We need to work out some kind of policy
with FERC and the generators that gives us a temporary respite,
whether it is a cost-plus type cap, as Mr. Radanovich suggested, or
some other mechanism that gives us some breathing room because
we are not going to be able to get out of the mire we are in if we
have to keep paying those high spot prices.

I will stop there and will answer some questions.

[The prepared statement of John R. Fielder follows:]

PREPARED STATEMENT OF JOHN R. FIELDER, SENIOR VICE PRESIDENT, SOUTHERN
CALIFORNIA EDISON

Good morning. I am John R. Fielder, Senior Vice President of Regulatory Policy
and Affairs for Southern California Edison. I appreciate the opportunity to testify
before you today on the problems which threaten not only California’s electric sys-
tem, but the economic well-being of the state and potentially the entire country.

Eight months ago, my company was financially healthy. Our credit rating was A+
and our market capitalization was approximately $6.5 billion, based on a share price
of $20. Today, our credit rating is deeply speculative grade or “junk.” We have tem-
porarily suspended payments for borrowed funds totaling $638 million. In addition,
we also deferred making power purchase payments totaling approximately $730 mil-
lion. Our stock price has dropped from a 52 week high of $28.50 to a low of $6.25,
but has risen recently to approximately $12. We have eliminated common dividend
payments to our shareholders for the first time in our 100-year history. Not by coin-
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cidence, California has endured 30 straight days of Stage 3 Emergency alerts, the
most serious level leading to rolling blackouts.

Southern California Edison has found itself in a precarious situation where we
had to buy wholesale electricity at artificially high prices and resell at artificially
low prices. As a result, we incurred $4.5 billion in undercollections as of the end
of 2000.

We initially financed this massive revenue shortfall by borrowing in unprece-
dented amounts. However, we have now exhausted our credit, and have limited cash
reserves. As a result, we have suspended payment for power and some of our out-
standing debts. We are implementing major cost reduction measures totaling nearly
half a billion dollars annually, which will reduce our workforce by approximately
1850 positions and limit critical investments in the electric system. If sustained,
these reductions in staff and operating budget will certainly jeopardize the reli-
ability of our system and our ability to adequately serve our customers.

These measures are not enough, however. With the widening gap between whole-
sale and retail prices, even the most drastic cutbacks we could possibly make would
only generate enough cash to buy another few weeks’ worth of wholesale electricity.
Last January, in response to seller concerns about the creditworthiness of the state’s
major utilities, the California Department of Water Resources began buying power
in the wholesale markets in an effort to avoid massive blackouts. Later that same
month, California approved the issuance of $10 billion in bonds to finance future
purchases of electricity.

During this past year, California has seen wholesale electricity prices skyrocket.
In 2000, California paid nearly $21 billion more for wholesale electricity than it paid
the year before—a nearly fourfold increase. In 1999, the bill for areas served by the
Independent System Operator (ISO) was $7.4 jon; in 2000, it rose to $28 billion.
ect the true cost of the electricity
crisis to California. The hlgh prlces we have been g have not ensured adequacy
of supply. Power emergencies have become ay occurrence. There are sev-
eral power plants under construction or ~ rmltting stages in California, but
not nearly enough for the state to pull a' f the current supply shortage—not
to mention the substantially hlghe :
there sufficient power to susta
tion to accelerate the prov1s
potential of continuing for ye

However, the problem is not ¢
ter, during a time of relatively lowAoad, we experienced the well-publicized rotating
blackouts in Northern California on January 17 and 18. In addition, both we and
PG&E were forced to repeatedly curtail “interruptible” customers—those who
agreed during a supply crisis to a limited number of interruptions in exchange for
lower rates. These customers include schools, small businesses and larger manufac-
turers. While the California Public Utilities Commission (CPUC) has decided to sus-
pend the fines for this program and make it purely voluntary, this has increased
the likelihood of rotating blackouts.

The shortfall this winter has been caused both by problems in the California mar-
ket structure, and worries about the creditworthiness of the California utilities. As
a result, generators have decided to either not run their plants or send their supply
elsewhere, creating artificial shortages and the constant threat of more rotating
blackouts, even when there is no shortage of supply.

How did we get here? What has gone wrong? No participant in this crisis is free
of blame: Everyone can now see that the market structure adopted in California’s
electricity restructuring is terribly flawed, even though the intent was to introduce
competition and ultimately lower prices for consumers.

The Federal Energy Regulatory Commission (FERC) over-relied on competitive
markets to control consumer prices, even in the face of overwhelming and incon-
trovertible evidence that California’s market was dysfunctional, needed significant
repair, and was producing prices that were “unjust and unreasonable”.

The CPUC either refused or significantly restricted our ability to purchase power
in forward markets or outside the California Power Exchange. Through seven dif-
ferent filings made with the CPUC over the course of two years, my company has
consistently asked for authority and more authority to enter into such contracts.
Once the CPUC granted such authorization, they did so only reluctantly and im-
posed significant restrictions on our ability to do so.

All of us, including the utilities, were not as insightful as we should have been
about the way the market would work and the way demand and supply would get
out of balance in the California economy. Generators and other suppliers took ad-
vantage of a situation that obviously gave them significant economic gains.
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Everyone involved, private companies and public agencies, undoubtedly believed
they had good reasons for what they did. Predictably, there has been a lot of finger
pointing and casting of blame. None of this fixes the problem, however; and the
longer it goes on, the deeper the crisis becomes. What is needed now is strong and
decisive leadership directed to solving the problem.

What needs to be done? At the state level, California officials need to take a com-
bination of actions including raising rates, finding ways to finance both the past and
future utility undercollections, and other actions to reestablish the creditworthiness
of California’s utilities. This is critical, because the reality is that the electric grid
requires substantial capital investment for modernization and expansion. Finan-
cially crippled utilities will not be in a position to make the required investment
that is critical to the health of this vital infrastructure industry. Furthermore, in-
creased rates similar to those implemented in neighboring states will send the ap-
propriate price signals to consumers and encourage conservation.

California officials, working in cooperation with federal regulators, need to imple-
ment market structure reforms, including reduced reliance on the spot market by
encouraging long-term contracts. New methods of compensating peaking units,
through bilateral contracts with buyers or the ISO, are needed so these plants can
recover their costs without inflating the overall cost of generation. The state also
needs to consider ways to streamline the siting of new plants.

While there is much that California can and should do, there is also a clear need
for immediate federal action. Under the Federal Power Act, only the federal govern-
ment has authority over wholesale rates. Clearly something must be done about cur-
rent wholesale rates. The FERC found the rates in the California market to be un-
just and unreasonable on November 1, 2000, and prices have only gone up since
then. The law unequivocally requires that FE set just and reasonable rates; the
courts have made clear that FERC may degart from cost-based pricing and permit

market-based pricing only where it finds t! t arkets will restrain prices to
just and reasonable levels. The FERC c ontinue to rely on an overly doc-
trinaire approach to competitive market markets are not sufficiently com-
petitive to control prices and ensure fgir

We believe that the imposition of po cost-based price caps or load-differen-

rs and sellers. Those sellers who truly have
those costs, including a reasonable return on
high prlced power is needed to keep the lights
on. We recognize that price cap be only a temporary solution. However, longer
term solutions take time, and immediate relief is needed now.

In conclusion, I would like to thank the Subcommittee and you, Chairman Barton,
for holding this hearing. We are working hard in California to develop and imple-
ment long-term solutions to the problems in our wholesale electricity market. But
we cannot do it alone. Active and attentive leadership is needed at the federal level
to ensure that the promise of reliable and affordably priced electricity is available
to all citizens of California and the West. Nothing short of the well-being of our citi-
zens, our economy, and the future of competitive electricity markets are at stake.

Mr. BARTON. Thank you. The Chair recognizes himself for 7 min-
utes. Right now the State of California, are they directly pur-
chasing power, Mr. Fielder?

Mr. FIELDER. Yes, sir.

Mr. BARTON. Are they purchasing it on the spot market or the
long-term market or how are they purchasing it?

Mr. FIELDER. I believe they are purchasing most of it on the spot
market. They are trying to enter and negotiate long-term contracts
with suppliers.

Mr. BARTON. The power exchange as it existed is gone, is that
not correct?

Mr. FIELDER. That is true.

Mr. BARTON. So what spot market are they looking for power in?

Mr. FIELDER. Well, they will go to a generator and ask for supply
to be delivered tomorrow.

Mr. BARTON. So they can go to anybody in the country and any-
body in country can come to them?

Mr. FIELDER. Yes, sir.

tiated price caps is fair to bot
high costs will be allowed t p
their investment, but only wt




125

Mr. BARTON. So it is an open market now, but it is a single buyer
and it is the State of California.

Mr. FIELDER. Let me clarify. Whatever the Department of Water
Resources is not able to acquire for the day’s load, the ISO will con-
tinue to go out and do purchases like they have been doing to keep
the lights on.

Mr. BARTON. So conceivably, if there are no transmission con-
straints, and there are transmission constraints both regionally
and nationally, but if we had a perfect transmission system, then
very conceivably an open market like the State of California is en-
gaged in you could very quickly see these wholesale prices come
down if you had a larger national supply sufficient enough that the
demand didn’t exceed it in California. Is that——

Mr. FIELDER. I think I would limit it to a regional supply. It is
not very practical to ship power from

Mr. BARTON. Because of the transmission constraints.

Mr. FIELDER. Not because of the transmission constraints but be-
cause of the physics. By the time you generate power in Virginia
and ship it to California, the losses eat up all the power.

Mr. BARTON. What would happen is Virginia would wheel it to
Tennessee, and Tennessee would whegl,it to Arkansas, and Arkan-
sas would wheel it to Oklahoma, would just be doing tum-
ble wheels until it all of the sudden there.

Mr. FIELDER. When you get o est side of the Rockies, if
you didn’t have any transmisgi tralnts then you could de-
liver power from anywhere i th estern gr1d to California cus-
tomers and

Mr. BARTON. Which 4 lt mate goal of the national restruc-
turing debate, which ad 3 o‘ y we don’t have that now.

Mr. FIELDER. Right.

Mr. BARTON. I want to go to Mr. Esposito. There was a lot of dis-
cussion in the first panel and some of our questioners about market
manipulation and just and reasonable pricing, gaming the system.
Would you like to comment on that, since Dynegy is one of the com-
panies that might have engaged in such behavior had such behav-
ior actually occurred?

Mr. EsposiTo. Thank you, Mr. Chairman. I certainly would. I am
the designated bleeder here. We are an extremely competitive com-
pany. We are in there to make some money and we are not going
to apologize for that. On the other hand, when we hear that we
have been out gouging or manipulating markets we take great um-
brage at that.

I think if you look at the FERC report that was issued the first
of February, a staff report by people who had no dog in the hunt,
by people who audited 60 percent of the outages—now you don’t
usually audit anywhere near 60 percent of anything when you go
do an audit—that audit shows that we and the other so-called out-
of-state generators ran our plants much harder than they had been
run in prior years. There is absolutely no evidence of withholding.
In fact, we went out of the way to keep the plants running. We had
a pump go down at one point and went to South America to find
a pump. If we wanted to withhold, we could have just sent the
pump out to get rebuilt and waited 3 months. So the real evidence
is absolutely contrary to that.
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As far as the market itself——

Mr. BARTON. Well, the first—this FERC report, is that a public
document?

Mr. EsposiTo. I have got it right here, Mr. Chair.

Mr. BARTON. The fact that you have it doesn’t necessarily mean
it is a public document. We have learned otherwise over the years.

Mr. EsposiTo. This was a report that was issued at the Western
Governors Association meeting in Portland. It is on their Web site
and——

Mr. BARTON. If that is a public document, I would ask unani-
mous consent that we put it in the record so that members of the
subcommittee that wish to could take a look at the FERC report.

Is there objection to that? Thank you.

Mr. EsposiTO. As far as the market structure goes, there is a
problem when you set a market up where everybody pays the high-
est price at the last minute. We and others in the industry have
been at FERC advocating that that market be changed for a long
time, and you know, if you look at that market, we, I know, in De-
cember when gas prices ran up were incurring costs north of $600
a megawatt-hour. When you add 40 or $50 emissions credits, you
could easily get over $600. So ev dy was getting that same
$600 in that market. John Fielde %ing power from Hoover
Dam at about 99 cents a megawatt-hQur and selling it for the same

from doing that today.

amount absent some rules to kegp’}
Mr. BARTON. In your opinigm, | fHe State of California created

ducers, what would haw ppened if they would have had a dif-
ferent auction system similar to the New York Stock Exchange,
where it is a ask bid and 1f you bid it and they say, yes, you sell
it at that price instead of waiting to see what the clearing price is
for the incremental marginal clearing cost? Would that have
worked?

Mr. EsposiTo. We have been advocating for that for years now,
and obviously we advocate it because we believe it will work, and
there are academics who will differ. We encourage the bilateral
market where, as Mr. Levin was talking about earlier, we each
have different needs and different capabilities, and if we can get
together and match those needs and capabilities across the table
from each other we can resolve the problems and come to prices
that are reasonable from both sides.

Mr. BARTON. Mr. Rowe, you said in your testimony that natural
gas fired generation is the one that most utilities have decided to
build because it is the only easy kind of generation to build. What
do you mean by easy to build?

Mr. ROWE. You can build the plants much faster, much cheaper
and you have much less difficult times with siting regulation, with
not-in-my-backyard opposition, and in general with environmental
rules. It is simpler and cheaper to build natural gas.

Mr. BARTON. There is less hassle and at least until recently the
supply equation economics of it was a little bit better?

Mr. RowE. Exactly, sir. For the last 15 years gas has clearly been
the economic option of choice for nearly all new generation, and we
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are now at a time when we have to question the continued validity
of that assumption.

Mr. BARTON. Anybody here who has actually been in a decision-
making capacity or at least advisory capacity to building a power
plant in California, what is the average time it takes to site a
plant? And Mr. Esposito, has your company tried to site a plant
and, if so, how long did it take to get a decision on that?

Mr. EsposiTo. Our choice was to buy an existing plant so we
didn’t have to go through that process. The averages we hear in the
industry is about 3 years.

Mr. BARTON. About 3 years?

Mr. EsposITO. About 3 years.

Mr. BARTON. Compare that to the national average if there is
one.

Mr. EsposiTo. If I can compare it to siting a plant in Mr. Rowe’s
territory, we went from gleam in somebody’s eyes to production in
9 months.

Mr. BARTON. In 9 months?

Mr. EsposiTo. Nine months.

Mr. BARTON. That has got to be the exception to do it that quick-
ly from the gleam in somebody’s eye te production.

Mr. EsposiTo. We saw a price in the Midwest. We were
willing to spend extra money to g the ground so it would
be operating next summer. So it js0doskle with the right set of cir-
cumstances. We had a willing ut#l o wanted to see us in their

backyard.

Mr. BARTON. This is myJast question. I am going to give Mr.
Fielder a first crack at b anybody can answer it if you want
to.

Given that the State of Cafifornia is apparently seriously contem-
plating becoming the power purchaser and power generator of a
large portion of its State’s baseload, what is the natural competi-
tive advantage that any State government or specifically Califor-
nia’s State government has as compared to the private sector?

Mr. FIELDER. Mr. Chairman, that is a loaded question. I think
the only——

Mr. BARTON. I intended it to be loaded.

Mr. FIELDER. I think the only competitive advantage from my
viewpoint is financing in the fact that they can borrow money at
lower rates because it is not taxable. Tax exempt financing is the
only advantage.

Mr. BARTON. And they have the taxpayers backing up the full
faith and credit of their contract.

Mr. FIELDER. Yes.

Mr. BARTON. But in terms of management’s intelligence, futuris-
tic planning, experience, technology, knowledge, does any State
government or California State government have a natural com-
petitive advantage to people like you that are greedy capitalists
that, you know, probably studied in business school or learned it
in the marketplace the hard way?

Mr. FIELDER. In my opinion, no.

Mr. BARTON. Does anybody disagree with that?

Mr. MOORE. I don’t disagree but I would refine it that it is not
actually a cost savings. The fact is that if the State gets into the
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transmission business they can finance—they can use tax exempt
debt more easily to finance new transmission.

Mr. BARTON. Their natural advantage is a credit advantage,
there is no question.

Mr. MOORE. Right, but that just means it is lost tax revenue to
the Federal Government. So as a citizen of the United States it
doesn’t gain me anything, but ultimately it doesn’t affect my net
loss.

Mr. BARTON. If we had advocates of State control, and let’s as-
sume that they do have a competitive advantage, who regulates the
regulator if the State is running the system?

Mr. MOORE. Well, nobody does in that case. I mean, it would
even be questionable what role FERC would have, you know, with
a State run transmission system like that, and you know, if you
look at—going back, you have mentioned data driven a number of
times—if you look at costs, again, they have lower debt costs, but
traditionally municipal utilities, publicly owned entities enjoy the
same advantages, they don’t pay taxes, they don’t make profits and
they have—there are some other smaller subsidies, their rates are
slightly, very slightly lower in some cases than private utilities
which do pay taxes and which do profits. That difference in
rates is nothing like the lesser a he lower debt cost, the
lower prices. So the argument I aking is that in a net—on
a net basis if transmission goe tate ownership, costs will
go up in the long run.

Mr. BARTON. My time has %r . The gentleman from Virginia
is recognized for 5 minuf

Mr. BoucHER. Thank

Mr. Levin, as the represer
know you have an interest in the reliability and predictability of
markets for commodities, and I wonder if you could give us your
opinion about whether the market for wholesale power transactions
has the level of predictability and reliability that you deem desir-
able, and if it doesn’t why doesn’t it? Are there particularly any
problems with regard to the predictability of transmission avail-
ability? Is that a concern?

Mr. LEVIN. Yeah, I would like to answer that in a couple of dif-
ferent ways. I didn’t mention it before, but before California actu-
ally embarked on this program NYMEX had two modestly but
growing and healthy electricity futures contracts based in the
West. We still do. In fact, I understand that the Palos Verdes today
had some bids and offers, but it is far and few between. We were
trading—these contracts were roughly 800 megawatt-hours each.
We were trading 1,000 to 1,500 of these a day. We had somewhere
in the order, I think, about 15,000 contracts, open interest. It was
actually a vibrant market that existed out West.

When California decided to dramatically tilt everything into its
spot market, it changed things—well, it really eliminated the need
for that or even the ability to use those sorts of instruments and
the purposes of them, and it affected the entire West. It is a little
bit more like maybe even a black hole, but I mean these are—Mr.
Fielder’s company and PG&E were big customers in that forward
market beforehand, and when they were eliminated from being in
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it, that market disintegrated. In many ways it is still there, but
very small, and that had impact.

Now, transmissionwise, which you also talked to, on trans-
mission you need to keep in mind not only the physics but commer-
cially what benefit you can provide, and there are some issues out
there right now. In fact, our only criticism of really the PJM sys-
tem is that we think it has adapted a congestion management pro-
gram that really makes it more confusing for commercial partici-
pants and it is confusing. Unless you ask I won’t go into the details
of how and why, but what it does is it introduces parties that they
don’t generally know, can’t have full confidence what the cost of
transmission will be ahead of time. That is what you need for peo-
ple to have confidence. They need to be able to perform delivery.
It is common sense once again. What will be the cost, is it a reason-
able cost, and can I depend on that, and there is too much uncer-
tainty in the pricing.

Mr. BOUCHER. Mr. Levin, is there anything that we ought to be
examining at the Federal level, either in Congress or at the FERC,
that would provide better predictability with regard to pricing for
wholesale power transactions for the transmission component?

Mr. LEVIN. For the transmission component, I think that I would
state that the goal should be to be rtive of the commercial ef-
ficiency. I mean, I think that actu needs to be there. I think it
was in FERC’s mandate, becaus i . And I think then I would
add something specific, there i %mal rights model for conges-
tion pricing which we endorse\ a her participants experiencing
competitive markets haygbeshhig endorsers of. I would—and cer-
tainly getting firm tra «(l on*in place in a program that is usa-
ble by market participanty, at/a bare minimum.

Mr. BOUCHER. Mr. Esposito, you have some comments in your
testimony directed to this general subject. Would you care to com-
ment on the extent to which, as a power generator, you have dif-
ficulties or perhaps don’t have difficulties in getting the trans-
mission that you need in order to deliver your product?

Mr. EsposiTo. We have a lot of issues with getting transmission
and, Congressman, I know we are trying to get you down to our
trading floor so you will see some of that in person, I hope soon.

There are issues all over the country. There are California issues.
A lot of the problem is that people are measuring their capabilities
differently from one area to the next.

For instance, the PJM versus Virginia Power uses different wind
speed assumptions which dramatically increase or decrease the
amount of capability you might have on a line, and that could be
used to commercial advantage. So you have those issues out there.

We have been endorsing the RTO model for FERC, get the trans-
mission out from under those who own generation; make that a
business in and of itself that has a desire to serve customers and
move more power and to expand when necessary to do so.

Mr. BOUCHER. Do you believe that FERC has current authority
to require participation at RTOs, or would FERC’s authority have
to be augmented before it could do that?

Mr. EsposiTo. I think that is a real gray issue, Congressman,

and I think it could use some clarification or affirmation from you
all.
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Mr. BOUCHER. Okay. Finally, Mr. Moore, let me commend you for
the acknowledgment that you made in your testimony that the
Federal clean air standards are not the problem in California; that
there is flexibility within the Federal clean air standards to accom-
modate the California problem and that, therefore, the example of
the California problem should not be used as a reason for amend-
ing the Federal clean air law. I appreciate very much your candor
in making that point.

Mr. Chairman, that is all that I have. I yield back.

Mr. BARTON. We thank the gentleman from Virginia and wel-
come the gentleman from Oklahoma to question for 7 minutes.

Mr. LARGENT. Thank you, Mr. Chairman.

I wanted to get a reaction from the other members of this panel
on Mr. Fielder’s suggestion that California be granted some sort of
temporary respite and just find out what your reaction is to that.

Mr. EsposiTo. I will take that on first, if I may, Congressman.

The California market has had 37 amendments in less than 36
months so far trying to fix it and create what are probably little
respites along the way. I don’t think any of them have been suc-
cessful. The one that is out there right now that has got the most
traction, if you will, is a cost-plus paxadigm which smacks, to me,
of traditional rate making, which I has gotten us here in the

first place.

What happens after we hav, is\temporary respite, during
which you have cut my price gn ility to bring back my cap-
ital costs, and all of a suddeq\(th arket goes down, all of a sud-
den, so long, you are on3 n, we are going to be back there
saying we want strandéé

California—we have t i around a lot of big numbers here.
One of the numbers we ha¥én’t thrown around is $16.8 billion in
stranded costs collections from the last time we had cost plus rates.
So if I haven’t made myself clear, I don’t think a respite is the an-
swer.

Mr. ROwWE. Congressman, with great reluctance and speaking
only for my own company and not for EEI, I think something of
the respite nature must be done. FERC has found that this whole-
sale marketplace is broken, and the costs which are streaming into
California are so overwhelming that they almost fracture any work-
able system.

Price caps are, of course, inconsistent with the long-run func-
tioning of a competitive market. You know it. Your colleagues know
it. I know it equally well. But it seems to me that we don’t have
a fully competitive market in California at the moment, and for
some short period you probably have to have caps as an element
of a solution, but if those are to be adopted, they should be well
in excess of the replacement costs of new capacity so that they do
not intimidate the construction of new facilities or unfairly penalize
people, like my colleagues from Dynergy who placed wagers on this
market.

In addition, they have to be accompanied by State mechanisms,
such as suggested by SCE, to recover the existing expenditures
that have been made, and also by some mechanisms to pass
through on a current basis some of the going forward costs of
power.
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In other words, you can’t fix this by just sticking a price cap in.
It takes a lot of other pieces at the same time, which are more for-
ward looking, but we have price caps at a very high level, $1,000
a megawatt hour in the PJM pool, and that has not deterred new
construction there.

Mr. LARGENT. Okay. Mr. Levin.

Mr. LEVIN. There are two elements of a respite that—and I will
speak for me here, not necessarily—the New York Mercantile Ex-
change has no formal view as somebody who works in all of these
energy markets. For me, I have problems with two aspects. One is
there is potentially more than just an element of coercion there,
and that doesn’t seem to be the solution for their problems to now
mandate behavior against the will of others in the marketplace.
That is very troubling, and a respite is too open-ended.

But the other aspect is, what is California doing to solve this
problem? I mean, even if a respite comes into play, as Mr. Rowe
suggested at the end of what he just said that, well, it needs to be
in combination with other things, what are they doing? And it is
not clear they are doing anything right now that is constructive,
and that needs to be the first step. They need to start doing some
constructive things and they need to start going to the entities that
they are seeking this respite really, %%v\é);ople like Mr. Esposito’s
company. If they had a track recor: ing done that, material
things to get this problem solv reatening to take over the
grid or even to be—buying ng—and by the way, Mr.
Chairman, I think it is a lo e State doing it. I am sorry
Iam throwmg that in, but3s\worse, far worse.

-. far. They have not addressed in
any meaningful way h 0 solve this, and to the best of our
knowledge, they have not xeally tried to go to the sellers and say,
let us sit down, let us solve this problem. At that point, I am not
sure how I would feel, but we are not there and those are nec-
essary first steps.

Mr. LARGENT. Mr. Moore.

Mr. MoORE. Well, I would say that the kind of respite that is
suggested is essentially equivalent to imposing blackouts. If you
impose any kind of wholesale price controls, cost based or other-
wise, you are going to reduce the supply in the market at a time
when supply is already below demand, when there is nothing being
put in place to constrain demand, and that means absolutely un-
equivocally more blackouts.

So that is the first big and biggest problem.

They haven’t worked in the past. There have been several at-
tempts to do different kinds of tweaks. The ISO, the independent
system operator in California, tried to do wholesale price caps.
Tlhey didn’t work. They had to lift them because they reduced sup-
ply.

And for 6 months, as this crisis was developing, up until the be-
ginning of this year, the California State government leaders clove
to the policy of trying to get the Federal Government to cap whole-
sale prices in some way and took no other action whatsoever dur-
ing that time, because that was the peg they hung their hat on. It
is my belief that if we were to come in at the Federal level and im-
pose some kind of temporary controls like that, the pressure on the
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California legislature to do anything would immediately come off
and they wouldn’t do anything because they don’t like any of the
solutions they are facing, and we would be back to the same prob-
lem again this summer or the next fall, what have you.

So in no way, shape or form is that a solution.

But if you are going to throw that out, you do have to bring up
alternative ways to address the utilities’ financial problems, which
are the fundamental reason for doing that in the first place.

Mr. LARGENT. My time has expired. If I could ask a yes/no ques-
tion from four of the panelists, from Mr. Rowe to my right, your
left.

Mr. Esposito said something about granting FERC power of emi-
nent domain. Good idea, bad idea?

Mr. ROWE. Good idea, but won’t solve the problem.

Mr. LEVIN. I am going to pass on this one.

Mr. MOORE. Bad idea.

Mr. FIELDER. Bad idea.

Mr. LARGENT. Thank you, Mr. Chairman.

Mr. BARTON. Okay. Thank you, Congressman.

Mr. Strickland is recognized for 7 minutes. Let me say something
on price caps, since there has been g@ite a bit said. The Chair has
no intention of marking up either %aﬂone bill or a bill with
price caps in it. Now, I just wan t the record. If we have
folks that are hanging their ha his subcommittee is going
to pass a price cap relief bill oth he wrong peg to hang it on
because that is not going err;

Mr. Strickland. ]
Mr. STRICKLAND. Thax 1) Mr. Chairman.
Mr. Esposito, my understégnding is that Dynergy is constructing

a facility in my district in Southern Ohio, and I just would like to
say to you that I hope you find that a wonderful place to do busi-
ness.

Mr. EsposiTo. Thank you.

Mr. STRICKLAND. As I said in my opening statement, I am con-
cerned about the ability of this country to maintain a reliable and
economic supply of nuclear fuel, and to that end, Mr. Rowe, I would
like to address a few questions to you, if I could. How many nu-
clear reactors does your company operate at this time?

Mr. ROWE. We operate 17.

Mr. STRICKLAND. Is that a majority of your company’s source of
generation?

Mr. ROWE. Indeed, it is. It is more than half of our capacity and
substantially more than that in terms of energy production.

Mr. STRICKLAND. Okay. I am going to ask you a question that
may have a self-evident answer, but is having a long-term stable
source of domestic uranium enrichment services important to en-
suring that your nuclear power generating business will remain
viable into the future?

Mr. ROWE. It is very important, sir.

Mr. STRICKLAND. Okay. As I am sure you know, over half of the
fuel sold by the United States Enrichment Corporation is imported
from blended-down nuclear warheads from Russia. Under this im-
portant nonproliferation agreement, USEC is now making an effort
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to import and broker commercially produced uranium enrichment
services from Russia as well.

I could be, you know, off a little bit when I say half or roughly
half or slightly more than half, but a huge portion.

Mr. Rowe, in your opinion, as the CEO of Exelon, is the trend
toward USEC’s reliance upon Russia for the majority of U.S. sup-
plies of enrichment services good for our nuclear power industry?

Mr. ROWE. It is my opinion that having diverse sources, includ-
ing some that are domestic, is what our industry needs. I think the
ability to import from abroad is important, but like you, I would
question the wisdom of having that be the only source.

Mr. STRICKLAND. Are you or, to your knowledge, do others of
your colleagues in the various corporations that you are aware of,
which rely upon nuclear fuel, is there a concern that we may not
be paying adequate attention to the stability, reliability of an eco-
nomical domestic supply of nuclear fuel in this country?

Mr. ROWE. Yes, sir.

Mr. STRICKLAND. Would you say that again?

Mr. ROWE. Yes, sir.
d explain, but I think your
dybu to say it twice is that

Mr. STRICKLAND. I just
Mr. ROwE. I can say it very loud

rChairman. Over 20 percent
e United States of America

question says it exactly right, sir.
nd we have an industry that

Mr. STRICKLAND. The reason I
I reiterate what I have said bef
of all of the electricity gener
comes from nuclear pow
needs our attention.

Mr. Rowe, thank you k all of you. You have been very pa-
tient with all of us today. of us, I think, appreciate the fact that
you have been patient withus and you have given us good informa-
tion.

Thank you, Mr. Chairman.

Mr. BARTON. Thank you, Congressman.

The gentleman from Illinois, Mr. Shimkus, is recognized for 7
minutes.

Mr. SHIMKUS. Thank you, Mr. Chairman. The more we listen, I
think, the more questions we continue to scribble down and I have
got notes all over the place. So I am going to try to keep this orga-
nized in my mind somewhat.

First, Mr. Moore, I have to ask you a question. Do you have any
expertise on the Clean Air Act?

Mr. MOORE. Some. I have—I actually have staff that are experts.
I have staff who are on advisory panels with international bodies.

Mr. SHIMKUS. Why I asked that, I have your bio. You have a
Masters in history and a Masters in economics.

Mr. MOORE. And a Ph.D. in economics.

Mr. SHIMKUS. And a Ph.D. economics. I wanted to see what the
scientific background is that you might have to make a claim on
the impact of the Clean Air Act on power generation today.

Mr. MooRE. I don’t have any expertise to comment on the sci-
entific aspects. However, the impacts I commented on were the
market impacts, the economic impacts, which fall under my exper-
tise.

ts;
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Mr. SHIMKUS. Okay. But you have no expertise on the scientific
aspects?

Mr. MOORE. No, I do not.

Mr. SHIMKUS. Okay. Thank you very much.

Mr. BARTON. The Chair would point out that it is not a require-
ment that people have to back their opinions up with an edu-
cational or even an experimental background.

Mr. SHIMKUS. I would say we are a perfect example of that.

Mr. BARTON. Exactly.

Mr. SHIMKUS. Why I have to get that on the record is, histori-
cally with the advent of the Clean Air Act, our utility-generating
industry has changed and it has been kind of a ripple effect.

I went back for—you all had to stay here. I went back after my
first round of questioning to get some lunch and check some e-mail.
On my e-mail, I have got an article from the Breeze Courier, it is
a paper in Taylorville, Illinois, and the headline is High Gas Prices
an Issue in Edinburg, a small community. Edinburg: With the gas
expenses exceeding the income by about $44,600, the Edinburg Vil-
lage board decided to borrow $20,000 from the general account to
pay for the gas bill.

Now, this is happening all over the ¢widwest. The reason is, is be-
cause of the Clean Air Act and the <%&the ease of siting of nat-

a Ifigher-demand for that fuel be-

ural gas generation has created g
%’\ for base loading to some

cause we are not using other fi
extent, and that supply and/dé i{apd equation is filtering down
again now in the—and I thigk\utilities are going to be questioning
their market assumptig 46 Do pon the current high cost of nat-
ural gas with siting ne

is the way the market works

To say that the Clean Air Act has had no impact for those of us
who are from southern Illinois, who have seen coal mines close
yearly because of the impact of the Clean Air Act, obviously we
can’t leave that unchallenged.

Can I ask a question for those who are in production of new gen-
erating facilities, there are two type—on the natural gas gener-
ating facilities we throw out the term peaker plants, which is sup-
posed to be prepared for exceeding the baseload, and you fire them
up and then you turn them off.

Is that true anymore, or are these peaker plants running daily?

Mr. ROWE. Congressman Shimkus, if I can at least try, it is our
experience that they are running more often than would originally
have been anticipated, but they are still running a fairly small per-
centage of the hours of the year, and I would be happy to get you
some real data on that if I can.

There are, in fact, two kinds, the gas-combined cycle plant, which
is the cleanest and most efficient and is designed to run a great
many hours of the year, and the peaking single-cycle turbine,
which is what you and I have seen built in Illinois.

On an economic basis, it is the peaking capacity that is most
needed in Illinois at the present time. While I am keenly sensitive
to the point you just made about rising natural gas prices, here I
would say that the peaks we have seen in Illinois in the last year,
unpleasant though they are for my company as well as others, are
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almost a necessary antidote to the fact that the prices were too low
for many years to encourage new drilling in pipelines.

So I went out on a limb once today, but I am generally not a very
big fan of price caps and wouldn’t like to see us get trigger happy
with them.

Mr. SHIMKUS. Let me follow up. Mr. Esposito, you used the ter-
minology that there were market signals demonstrated that caused
you to reinvest in generating facilities in Illinois. I understand
what that means but, for the record, what do you mean?

Mr. EsposiTo. Well, we were seeing prices well north of a $1,000
a megawatt in—I think it was the summer of 1998. We came in—
to answer your previous question, we came in, laid a plant down,
ran it hard in 1999; it only ran 200 hours in 2000. So these plants
can run hard, they can run not much.

Our plants in California are running now in the—most of the
units should be down for maintenance and they have been running
now since October in that sort of situation. So it really varies on
the location.

Mr. SHIMKUS. Let me—I have limited time. So if we have caps,
how are there any market signals? Are there any market signals

if you cap?
Mr. EsposiTo. Well, I mean, if y, %igh enough, there could
still be market signals below that ca§\ I pose.
Mr. SHIMKUS. Is it in the int% California utilities to have
e

a cap in place to help them get heir financial mess but not
too high to inspire reinvestm%

California market?

Mr. EsposiTo. Internalls have talked about does it make
sense to have the $1,0€8 \ we have in the east in the west?
It hasn’t been a disaste he east yet. It may be. But then we
look at some of our costs roduction and we are looking at that
maybe going to $1,000 in some cases with gas and emissions prices.

Mr. SHIMKUS. Mr. Chairman, since I talked to Mr. Fielder, can
I, since I referred to that?

Mr. BARTON. Sure.

Mr. SHIMKUS. But before you answer that question, how can you
not—explain why you are not supportive of FERC having eminent
domain to site transmission powers when California is experiencing
such a disaster? I mean, I would think that is an easy thing to say,
we need to go and import more power.

Mr. FIELDER. Because in California the existing transmission
owners already have the power of eminent domain so if a trans-
mission line is needed——

Mr. SHIMKUS. But you don’t have it in the State of Nevada.

Mr. FIELDER. We don’t have it in the State of Nevada.

Mr. SHIMKUS. That is the whole point of that debate. How can
we get across State lines? Yes, you can do it with—if you have lim-
ited generation ability right now, you siting more transmission
lines may not, I don’t see how——

Mr. BARTON. I do not think the problem is an interstate trans-
mission line problem. I think the problem is an intrastate trans-
mission line. Am I right or wrong on that?

Mr. FIELDER. In California, Mr. Chairman, we have a lot of intra-
state problems.

Mr. BARTON. Intrastate?
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Mr. FIELDER. Intrastate.

Mr. BARTON. Within the State?

Mr. FIELDER. Within the State.

Mr. BARTON. It is not necessarily getting it across the State
boundaries.

Mr. SHIMKUS. But it could be?

Mr. BARTON. Well, it could be, but in point of fact, it isn’t. They
haven’t gotten out of the State yet in California. We will worry
about interstate once we have solved the intrastate problem.

Mr. SHIMKUS. But we are concerned about interstate.

Mr. BARTON. True. That is our Federal responsibility. You are
absolutely right.

Mr. SHIMKUS. I will stop while I am ahead and yield back the
balance of my time.

Mr. MOORE. Mr. Chairman, may I respond to Congressman
Shimkus?

Mr. BARTON. Very quickly.

Mr. MOORE. I think my comments were maybe misunderstood.
What I am arguing is that we can solve the shortage crisis for elec-
tricity within California without changing the national air quality
standard. Right now, the projections with plants being built by
2003 we will have more electrici g%};lg than demand under-
neath—under the current air quality(standards. I agree that it has

tremendous price effects, and 1 ommenting on the price ef-

fects. Air quality standards dri e price of electricity hands

down, and that is an issue t e are many ways in which it

needs to be addressed, (c,ci‘i* er to satisfy California’s shortage,
44 )

we don’t necessarily ne&g arge the air quality standards. That
was my only argument.
Mr. SHIMKUS. Now you aré speaking as an economist, not a sci-

entist, and I appreciate that.

Mr. BARTON. Before I recognize Mr. Waxman, Mr. Esposito, is it
not true that last year within the California power pool there was
? liz)nited timeframe in which they put wholesale price caps in ef-
ect?

Mr. EsposiTo. There were wholesale price caps on and off now
for probably 3 years in the California market, at varying levels and
with varying different triggers.

Mr. BARTON. Is there any evidence that those price caps had any-
thing other than a short-term effect in minimizing costs?

Mr. EsposiTO. There is some line of reasoning, in fact, that they
increased the costs.

Mr. BARTON. That they increased costs?

Mr. EsposITo. Yes, sir.

Mr. BARTON. Within that very specific market, when price caps
were ;:ried at the State level, they did not work, is that a fair state-
ment?

Mr. EsposiTo. That is a fair statement.

Mr. BARTON. Mr. Waxman, for 7 minutes.

Mr. WAxXMAN. Thank you very much, Mr. Chairman.

First of all, I want to apologize to all of you. We have got so
many things going on at the same time that I wasn’t here to listen
to your testimony, but I have had a chance to review some of it,
and I will look at the record more carefully.
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Mr. Esposito, in your testimony, you state that California’s clean
air rules are going to require a 60 percent reduction in emissions
from your plants in San Diego. You imply that this will require you
to take 750 megawatts off line. We had hoped to have environ-
mental regulators from California here today so that we could bet-
ter understand these kinds of claims. Unfortunately, they did not
receive sufficient notice to be able to attend.

The Air Resources Board has stated that, quote, no essential
electricity generation has been curtailed due to air emissions limi-
tations. Additionally, the South Coast Air Quality Management
District has issued several executive orders in order to ensure that
generators can continue to operate in times of need, and I would
like to enter three rule 118 executive orders into the record so that
the record will reflect the accommodations made by the South
Coast Air Quality Management District.

Mr. BARTON. We would ask that the staffs be given a chance to
look at it, but I have no objection once we have looked at the docu-
ments.

Mr. WAXMAN. The Air Quality District has also announced that
they will finalize changes to the NOx trading program in April or

May of this year to help stabilize credit prices and reduce the cost
of compliance. Reliant Energy is o our competitors, and they
have been quoted in the press as in at the implication that

environmental regulations have@ electricity generation is ab-

solutely false. We are making gawatt available on request.
We factored the air quality% ons into our daily operating

basis and they are not io\us to withhold power. That is the
end of their quote.
So given these facts, your claims to be clear on the record

so that we can follow up ‘with State regulators. I would also like
to send you additional questions so that we can better understand
your claims later. But for now, have clean air rules caused you to
shut down your power plants or significantly limit your generation
in California?

Mr. EsposiTo. Congressman, we have got generation both in the
South Coast District and in San Diego. In San Diego, which is
what I referred to in my testimony, we have suffered a reduction
in emissions from 1,100 tons to 419 in terms of allowances between
2000 and 2001. So far this year, we have used up in January alone
106 tons of that.

Now, we have a request for relief into the San Diego Board. We
are hopeful that we will get it, but in the meantime we would, as
wise stewards of our assets, so to speak, we would have shut the
plants down a week ago, except we got a court order telling us to
keep them open.

So while this stuff may not actually be happening—now, I am
aware that AES shut down perhaps November and December. I
don’t know the exact dates. That was a 2,400 megawatt plant that
was shut down last year because of lack of emissions allowances.

Mr. WAXMAN. Is that one of your plants?

Mr. EsposiTo. No, it wasn’t.

Mr. WAXMAN. But as far as your plants, power plants, are con-
cerned, you haven’t had to shut anything down or significantly
limit your generation, except in San Diego?
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Mr. EsposiTo. What I am getting at, Congressman, is that we
have got a level of uncertainty here that is growing. If we go at our
present pace in San Diego and do not get relief, and it is not cer-
tain that we are going to get relief, we are done in May. We are
looking at a summer that is going to be real tough.

Mr. WAXMAN. Are you currently being told by State officials that
clean air rules will limit your generation of electricity in the future
during times of need?

Mr. EsposiTo. The message we are getting, sort of sub rosa, Con-
gressman, is go ahead and run and we will worry about what it
costs later. That is not the way we want to do business. We are
not about to break the law because somebody says, shh, go do it.

1Sofwe are just in a tough position and we are looking for some
relief.

I am not here advocating that we have to change the Clean Air
Act. I am just trying to alert you all to a situation that needs some
attention.

Mr. WaxMAN. Would it be possible to achieve the 60 percent re-
duction in emissions you mentioned through the installation of pol-
lution control devices?

Mr. EsposiTo. In fact, we have instglled some pollution control
devices on that facility, but you caty-fake them down to do it. It
is a 6- to 9-month process. These a ry old units. The parts

them and get the time to shyt nt down to do it. We have
$20 million that I am aware off budgeted for cleaning up our
plants but, again, if the i;:'e )§ run, we are running.

Mr. WAXMAN. Today { that your company agreed to ad-
ditional reductions in o s voluntarily in order to receive a
Vari%nce for additional titm& to put pollution controls on. Is that
true?

Mr. EsposiTo. I am not aware of that one way or the other, Con-
gressman.

Mr. WaxMAN. Okay. Well, I think it is helpful to get these state-
ments on the record. We will evaluate it. We want to understand
the situation.

Mr. EsposiTo. I would be glad to follow-up. We are looking to
solve the problem.

Mr. BARTON. We are also going to do a specific hearing just on
California which we can go into some of these.

Mr. WAXMAN. That would be helpful, Mr. Chairman. We should
go into these issues and we should sort through a lot of the claims
that are made to find out what is accurate and what is not, what
can be addressed in what way. Some things can be addressed ad-
ministratively. Some things can be addressed by California. Some
may require our action. I still maintain that a lot of what we need
is an active involvement by the Federal Energy Regulatory Com-
mission, because they have, I think, a clear responsibility, as I see
it, to deal with this problem. But I appreciate your answer to these
questions.

Mr. Chairman, I yield back the balance of my time.

Mr. BARTON. I thank the gentleman from California, and we look
forward to his continued presence. I think it is going to be very im-
portant, Congressman Waxman, that you be involved on this sub-

just don’t come off a shelf. You % o and order them and get
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committee this year because these are issues you know a lot about,
and it is also in your State that some of the problems we are facing
immediately.

Mr. WaxmaN. I look forward to working with you, Mr. Chairman.

Mr. BARTON. Glad to have that.

Last but not least, the gentleman from Nebraska, Mr. Terry, for
the last 7 minutes of questioning.

Mr. TERRY. I feel the anticipation in the room.

Mr. Esposito, let me ask you very quickly just kind of a friendly
wrap-up question in regard to the issue that you were just having
a colloquy on.

My understanding is that in order to ease the pain right now
that California, in regard to environmental regulations and re-
quirements, whether it is a reclaim program or a flexibility on
backup generators that, you know, these are all in flux right now.
Do you know what you face in terms of these types of environ-
mental regulations and requirements this summer?

I mean, how can you plan? What do you expect?

Mr. EsposiTo. Well, planning obviously is extremely difficult.
Congressman Waxman a moment ago was talking about the South
Coast Air Quality Management Distri¢t proposal, and as I under-
stand that proposal it basically sa %n’t go out in the market
and buy credits anymore as of Jangar;x?1. So we stopped doing
that because we can’t do it, an et them and we can’t use
them then we have paid for s we can’t use. And there is
a process that is going to take(m s in that district to figure out
whether that is actuall

My understanding,

be adopted.

a(d aps Mr. Waxman knows better than
I do, is then it has to ﬁ e EPA because it is part of a State
implementation plan. So ybir'’have got all this uncertainty revolving
around just that marketplace to get the credits to be able to know
you are going to run.

You know, we are trying to enter into forward contracts with the
State of California and with other parties, and if you don’t know
the costs of running it, it is very difficult to negotiate those con-
tracts. Environmental is just one of a plethora of regulatory uncer-
tainty problems that I think are plaguing the industry in California
and across the Nation right now.

Mr. TERRY. One of the things that you need is certainty. Do you
have any feelings that—or a clear understanding that there will be
certainty in that area of environmental regulations this summer?

Mr. EsposiTo. The last thing you are going to do is get a lawyer
to say, yes, I have a clear understanding.

Mr. TERRY. Good point. Thank you.

One wrap-up question for Mr. Fielder, and Mr. Levin. You had
brought up the point of the call option and that triggered a thought
in my mind. We have talked about how you were dumped into the
spot market, weren’t able to do long-term contracting. Were there
other hedging opportunities or options out there that were avail-
able to you? None?

Mr. FIELDER. Well, Mr. Terry, let me answer it this way: The
products that were available in the PX forward market were all
firm energy. We have been trying to get bilateral authority to do
the kind of products that Mr. Levin talked about, capacity prod-
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ucts, call options, because you can’t run an electric system with
load variability with all firm products.

In California, there hasn’t been any kind of standard capacity
products available for us to do.

Mr. TERRY. So there is just absolutely no hedging options avail-
able to you? I can’t imagine.

Mr. fFIELDER. Whatever options were available we took advan-
tage of.

Mr. TERRY. What was available to you?

Mr. FIELDER. In the block forward market of the power exchange,
we could buy out about through the end of 2001. We could buy 6
by 16, meaning 6 days a week, 16 hours a day, firm power, to help
shape the load.

Mr. TERRY. Okay.

Mr. FIELDER. We did buy that up to the limits that the public
utilities committee had placed on us. So we did buy through the
summer, and they were worth about almost a billion dollars. So
that is about it.

Mr. TERRY. I have to imagine it is still a small percentage.

Mr. FIELDER. A small percentage.

Mr. TERRY. All right. Thank you, Mg, Levin.

Mr. LEVIN. Yes. I want to just mething. Last summer, at
the beginning of the summer, I beltev e CPUC voted, I don’t
know if it was unanimous, to a% utilities, the jurisdiction of

sl

the utilities there, to participatei er, and it is called qualified

exchanges. That was in the ' n. I don’t know if it was ever

really identified or defi ;-JE\'» hat, those were. And that got over to
t

the legislature. We do know why, but in the consider-
ation of that, they made ermination to study that for a year.

So they put that off forNg“year before anybody would have been
allowed to do it, and we know what ensued. In fact, it might have
even been the spring when this happened. It was remarkable tim-
ing. This is really like rearranging the deck chairs on the Titanic
and it prevented them from going out to anybody else.

The last thing is, John, I do have to tell you that a couple of
years ago when you guys did seek that approval, I haven’t agreed
with everything you said today but when you said everybody was
in agreement with this or that, but you said nobody supported you.
Actually we did try to support you. We even called your lawyers.
I think because of our record of always being against the State
there that they said why don’t you keep a low profile, but we did
support it.

Mr. FIELDER. I will stand corrected.

Mr. TERRY. Mr. Levin, let me leave you with the last word. Has
tShe Cz})lifornia crisis in any way affected the overall markets, Wall

treet?

Mr. LEVIN. Well, it has affected it, yes.

Mr. TERRY. In your opinion?

Mr. LEVIN. I mean, no, we have talked to some of the bankers.
The bankers are very concerned about what is going on there. They
are wondering about what kind of interference we are going to see
with other utilities. There could be some reverberation there.

I would also say that it is—which is a very serious impact, and
currently obviously that is operational in California. You have
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also—people say, and Peter said, well, the natural gas price rose
and it helped raise electricity prices. We should not lose sight of
the fact, going back to this structure in California, forcing every-
thing into spot, the next day price in natural gas has reportedly
reached as high as $60 per million BTU in California, what they
call a California border. That means inside California. This is for
gas that is costing maybe $10 or so on the other side of that pipe-
line. Certainly nowhere near $60. It was $40 a couple of days ago
is what somebody in the industry told me.

This is the direct result of the panic buying, because they are all
now in this spot market. This isn’t high gas prices leading elec-
tricity now. This is actually a panicked electricity marketing—and
it is next day natural gas, and I want to differ between that and
say the NYMEX where the price has been around, you know, Gulf
Coast Louisiana, $6 per million BTU. So $40 next day inside the
border of California in response.

So it has had—its impact is spreading. This is very unfortunate
and this is why, once again, commercial efficiency it really matters.

Mr. TERRY. Thank you, Mr. Chairman. I yield back, if there is
any time.

Mr. BARTON. I think you used 2 ds too long. That is not a
bad record.

Mr. TERRY. That is still quick fartoday.

Mr. BARTON. The Chair Want%@pt the unanimous consent
request of the gentleman fr ornia on the South Coast Air
Quality Management Distr uments, and the Chair would ask
unanimous consent th& gditorial to The New York Times dated
February 7, 2001, by Ri ie& d/Wheatley, who is the director of cor-
porate communications fornReliant Energy, also be allowed in the
record at this point in time.

Is there objection? Hearing none, so ordered.

[The information referred to appears at pg. 146.]

Mr. BARTON. We want to thank this panel for your attendance
today. I think we are learning. I have learned as chairman that one
size doesn’t fit all in the restructuring debate and the restructuring
markets. We saw two States, three States today, where restruc-
turing appears to be meeting the goal of lower prices and more
competition.

We have seen one State where, with the best of intentions, that
goal has not been met.

We will do a specific hearing on California. We will also probably
do another hearing on or two or three or four on restructuring in
general in the electricity markets, but it is obvious that decisions
that could have been made several years ago that weren’t made to
address some of these problems are now coming home to roost.

We thank you for your attendance. There will be additional writ-
ten questions from both sides of the aisle for the record, and we
would hope that you would respond expeditiously. This hearing is
adjourned.

[Whereupon, at 3:35 p.m., the subcommittee was adjourned.]

[Additional material submitted for the record follows:
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PREPARED STATEMENT OF ELECTRIC POWER SUPPLY ASSOCIATION

CALIFORNIA: THE REAL STORY
A SITUATION ANALYSIS BY THE ELECTRIC POWER SUPPLY ASSOCIATION

In recent months, much has been said about what happened to electricity prices
in California this year and why. We urge customers, market participants, regu-
lators, legislators, analysts and commentators to look at all of the facts before rush-
ing to conclusions or judgments about what happened. No one is well served by a
rush to judgment or by perpetuating the unfounded allegations that have been
swirling in California. In truth, what transpired was what was predicted by many
in the market prior to the summer of 2000.

The solution lies in completing the transition to real competition as soon as pos-
sible. Implementing temporary “fixes” that continue to create uncertainty and dis-
tortions into the future only prolong the state’s power-supply dilemma. To this end,
the Electric Power Supply Association (EPSA) offers the following:

1. Supply and Demand
As in any commodity market, prices go up when demand outstrips supply. Cali-

fornia is facing rising electricity demand accompanied by a severe shortage of gener-

ating capacity and supply availability:

e From 1996 to 1999, peak demand increased by 2,690 megawatts, while only 529
megawatts of net capacity was added.

e Electricity demand in California has increased dramatically—approximately 2%
each year since 1990, or an average incre in demand of 1,000 megawatts a

year.2

» California accounts for less than half of thede in the Western Systems Co-
ordinating Council (WSCC), which is ing significant load growth.3

* Hydropower generation in June 200Q/(w, roximately 6,000 megawatts less

peratures seen simultan 5 Seattle to Phoenix on some days, particu-
larly when compared wi r, which was cooler than usual.s
Also during the summer, fhie West knocked out some transmission lines,
further limiting the movems Qt 9 f power and exacerbating the transmission con-
straints generally in Californd. Constraints on Path 15 continue to limit power

transfers between northern and southern California.
Generators also faced new and different operational challenges this year.

By summer 2000, natural gas prices roughly doubled from 1999, adding $25-$35
per megawatt hour to the cost of gas-fired generation.6 By November, prices had
increased approximately 260% from November 1999.7

The cost of emission credits has risen from $2.50 to $4 per pound in 1999 to $40
-$50 per pound this summer in the Los Angeles basin, and fewer credits are
available at any price. The combined cost of fuel and nitrogen oxide (NOx) cred-
its for a natural gas-fueled peaking unit in the Los Angeles Basin is now ap-
proximately $147 per megawatt hour.8

Sixty-one percent of the California generating fleet is more than 30 years old,
leading to a greater risk of forced outages and require more maintenance than
newer plants. In addition, these older facilities have the potential for lower
availability factors.®

than June 1999.4
Unusually hot weather blanketed%ﬁ e West this summer, with high tem-
LI

1California Energy Commission (CEC)

2California Energy Demand, 2000-2010, CEC

32000 WSCC Information Summary

4Study of Western Power Market Prices, Summer 2000, Northwest Power Planning Council,
October 11, 2000, page 3

5National Oceanographic and Atmospheric Administration

6 Natural Gas Intelligence

7California ISO Market Analysis Report, December 20, 2000

8 Power Markets Week, August 21, 2000; Daily Environment Report, January 16, 2001. Re-
cently, gas prices in California have reached $7.00/MMBtu. With a heat rate of 11,000 Btus per
kilowatt hour, fuel costs per megawatt hour are $77. (At more typical fuel prices of $4 to $5
per MMBtu, the fuel price for gas generation is $44 to $55 per megawatt hour.) At $50 per
pound for NOx emission credits, the average gas plant, which emits 1.4 pounds of NOx per
megawatt hour, spends $70 for NOx credits to generate one megawatt hour.

91999 & 2000 WSCC Information Summaries
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2. New Investment: Getting It Done

As of January 2001, more than 18,000 megawatts of new capacity have been an-
nounced in California.1° Since the state’s restructuring in 1998, the California En-
ergy Commission has approved nine major power plant projects with a combined
generation capacity of 6,278 MW. Of these, five power plants with a combined gen-
eration capacity of 3,988 MW are now under construction, with 2,368 MW expected
to be online during 2001. In addition, another 14 electricity generating projects, to-
taling 7,736 MW, are currently being considered for licensing by the Commission.1t

Clearly, though, price caps and regulatory impediments to siting will stifle addi-
tional investment. While some generation can successfully be built and operated
under the caps, much-needed peaking units face a tougher situation. Units that op-
erate only a few hours a year have to recover all of their fixed and operating costs
over those limited hours of operation. From April 1999 to March 2000, generators
supplying the last 10 percent of the California ISO’s (Cal ISO) peak demand ran
less than 33 hours. To recover just fixed and variable costs, with no earnings, the
price would need to be more than $1,450 per megawatt hour.’2 Of course, these gen-
eration owners assume the risk that these peaking units will run during these 33
hours, which may not be the case if sufficient new generation is built.

Price caps have other disruptive impacts in the market. In addition to dampening
price signals for much needed investments, price caps also discourage demand-side
response to higher prices, eliminating incentives customers might have to reduce
load or switch suppliers to find a better deal. Price caps also introduce a measure
of regulatory and political risk. Caps in California have plummeted from $750 to
$500 to $250 per megawatt hour, with calls for $100 per megawatt hour. Currently,
a $150 “soft cap” is in place, requiring additional justification for prices above this
“break point.” This approach sends signals to national energy infrastructure compa-
nies, and the lenders who finance their pow nt projects, that investing outside
California makes better business sense in t apital deployment, risk manage-
ment and return on investment.

Price caps reflect another problem: th
flect either the sellers’ cost or customers
been given an unrealistic expectatio; constitutes reasonable power prices
during periods of scarcity. Indeed er theold regulatory paradigm, utility prices
i onspicuous.
iat and small commercial customers has been
t reflected a 10 percent discount. Thus, cus-
patible with pre-1996 prices. As noted above,
natural gas prices and the cost df emissions credits, as well as the cost of basic
power generation equipment, have risen significantly during that period. To base
price expectations on past circumstances misrepresents reality. To whatever extent
policy-makers insist on price caps, they should reflect tangible, reality-based
metrics, not outdated assumptions.

In addition to price caps, the regulatory environment in California makes building
power plants an extremely difficult undertaking. The power plant siting procedures,
organized by the California Energy Commission (CEC) as a “one-stop” process, actu-
ally involves 30 or so government agencies. The absence of time limits and an open-
ended scope of investigation has precluded timely—let alone accelerated—siting de-
cisions. While recent changes may improve these procedures, the siting process has
unquestionably contributed to the shortfall of generation in California.

Power plant development companies operate nationally, assessing development
opportunities in numerous locations throughout the United States (and often inter-
nationally) simultaneously. In other states, some companies have successfully taken
generation projects from conception to commercial operation in less than 12 months.
In California, the multi-year siting process, community opposition, risk of litigation
and regulatory price interventions (i.e., retroactive reductions of competitively deter-
mined prices) combine to suggest that prudent companies will take their turbine-
generator equipment and invest elsewhere. Where companies choose to face the hur-
dles associated with developing California projects, the nationwide competition for
capital and financing often drives investment to other markets or adds a risk pre-
mium for California development.

e pletely arbitrary and do not re-
electric power.13 Californians have

=]

10EPSA Merchant Plant Matrix, January 2001
11Update on Energy Commission’s Review of California Power Projects, CEC, January 12,

2001

12Cal ISO Market Operations Report, Actual Loads from April 1999-March 2000

13The average bid from customers in the demand program of the Cal ISO was $38,000 per
megawatt month, which translates to approximately $1,200 per megawatt hour assuming the
Cal ISO calls the maximum number of curtailment hours set forth in the program.
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3. Market Structure Matters: The Wholesale Story

There are two fundamental problems with the wholesale market in California: a
structure that puts undue pressure on the more volatile short-term markets and the
imposition of price restrictions on purchases of wholesale energy and ancillary serv-
ices.

The California wholesale market was designed to give an incentive to load partici-
pants to move much of their buying and selling activity into the day-ahead, day-
of and real-time markets, particularly in the California Power Exchange (CalPX).
In any commodity market, it is natural that shorter-term markets will be the most
volatile. Contrary to popular belief, generators and marketers are not inveterate
gamblers seeking creative strategies to game markets and drive up prices.14

Rather, these companies have invested millions of dollars in California assets and
prefer a strategy that permits most, if not all, of their risks to be hedged in forward
markets. Thus, many generators sold power ahead of the summer. Data from the
CalPX shows that from February to May 2000, forward contracts for June, July and
August were available for $55 to $65 a megawatt hour. By August, 2000, forward
prices for September were closer to $150, though these prices fell below $100 by the
end of August. In that same month, forward prices for the first quarter of 2001 were
$47. Daily prices in January averaged between $125 and $171.15

California’s rules, however, initially limited the ability of utilities to access the
hedging tools normally available to load-serving entities. Utilities were permitted to
buy only a limited portion of their load in the CalPX’s block forwards market, which
mitigates some risk, but until recently were not permitted to engage in forward bi-
lateral contracts, options or other risk-mitigation tools in use in the wholesale mar-
ket. With strict limitations on their use of forward markets and other risk manage-
ment tools, the utilities were forced to purchase significant portions of their supply
in the spot market.16

Additionally, price caps have also create
balancing market, driving the load serving
their power needs in the day-ahead mar S
energy rate. The balancing market price

lem in the Cal ISO’s real-time
itie California.to under-schedule

ide a free hedging product, allow-
ing utilities to transfer purchases to the r e market when the price in the day-
SO. The Cal ISO has determined that
underscheduling has significapf-op al and reliability impacts; in some hours,
the Cal ISO has met as mugk percent of the system needs in the real-time
market.?7” During summer 200Q ¢ Cal ISO went out of market to purchase
159,098 megawatt hours, compa R 3,158 megawatt hours in 1999.18

Price caps have also discouraged demand-side responses and load-reduction pro-
grams. And, with or without price caps, load reduction programs will face a greater
challenge in 2001, when the supply and demand balance will be even tighter than
it was in 2000.

4. Market Structure Matters: The Retail Story

Wholesale and retail markets are two sides of the same coin. A healthy wholesale
market is a critical component of a well-functioning retail market. If wholesale mar-
kets don’t work, retail suppliers can’t provide customers with products that meet
their needs. On the other hand, poorly functioning retail markets disconnect load
from price signals and deprive customers of the protection against wholesale price
volatility afforded by risk-management products.

While California got a great deal of attention a few years ago for being the first
state to open its retail markets, in fact, restructuring in California has been largely
at the wholesale level. While customer switching isn’t the only measure of success,

14Between 1997 and 1998, a number of competitive power suppliers purchased the gas- and
oil-fired generation assets of Pacific Gas & Electric, Southern California Edison (SCE) and San
Diego Gas & Electric (SDG&E). The three utilities retained over 50% of the generating capacity
in the state, and no new California generator owns more than 9% of the generating assets.

15CalPX Block Forwards Market Daily Trading Statistics, Power Markets Week. Of course,
the closer to delivery day the more forward prices reflect the short-term markets.

16]n addition, the California Public Utilities Commission (CPUC) rules made forward market
hedges subject to reasonableness reviews by state regulators, while spot market purchases were
deemed per se reasonable. Accordingly, SCE, for example, hedged about 1,750 megawatts of its
2,200-megawatt limit in June and 3,000-3,500 of its 5,200-megawatt limit for July-September.
SDG&E bought none of its power in the forward market, relying solely on the day ahead and
day of markets. See Cal ISO, Report on California Energy Market Issues and Performance: May-
June 2000, Special Report issued August 10, 2000.

17 California ISO ADR Committee, Extension of Price Cap Authority & Level of Price Caps
After October 15, 2000.

18California ISO, Reliability Concerns in Underscheduling of Load, Memo to Board of Gov-
ernors, August 25, 2000.
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only about 2 percent of California’s customers (and only about 12.5 percent of total
load)1® have switched suppliers—almost exclusively to subsidized green products.
When it adopted its restructuring plan, California’s decision to freeze rates without
establishing a “shopping credit” to facilitate customer choice was fatal to the devel-
opment of its retail markets. In fact, California’s effort to transition to competitive
markets was doomed when it froze utility customer rates while tying the back-out
rate for direct access customers to wholesale prices in the CalPX. Moreover, utilities
were left with overwhelming competitive advantages over new market entrants, in-
cluding their monopoly on default service.

As a result of this flawed market design, no new retail suppliers were positioned
to serve San Diego’s load last summer when the rate freeze temporarily ended.
SDG&E was left as the default supplier with customers having limited access to al-
ternative suppliers and the risk management products they could have provided.
Consequently, retail customers were exposed to naturally occurring spot-market
price volatility in supply-constrained real-time markets. Under a single default serv-
ice rate, they are deprived of advance knowledge of their electricity prices and the
opportunity to protect themselves from that price risk.

Rather than correcting its flawed market and rate structure, California policy-
makers reinstated a retail price freeze in San Diego and permitted only a temporary
1¢/KWh rate increase for PG&E and Edison for 90 days. Here again, price caps will
have a detrimental effect on the development of the retail market without an ade-
quate shopping credit. Continual retail rate freezes discourage large and small cus-
tomers from implementing load management programs or securing risk-manage-
ment products from other energy service providers.

5. Progress and Additional Recommendations

To help achieve a long-term solution, pr
CalPX’s monopoly. All electricity purchase
lowed and encouraged to use all hedging t ble in the market (including
bilateral contracts in forward markets), fi upplier.

Through the creation of a so-called “Gfeen Lgam,” the state is beginning to find
creative solutions to existing environ: hitations on new power plant develop-
ment.

Finally, on the heels of a t

has been made to eliminate the
i or wholesale) are now being al-

* The siting and permitting process for new generation and transmission facilities
should continue to be streamlined to meet growing electricity demands.

* Customers and suppliers must be able to see and respond to accurate price signals
so as to encourage investment in new generation and allow demand responsive-
ness.

* Retail markets need to be redesigned to eliminate incumbency advantages and as-

sure market entry, customer choice and service options.

FERC needs to critically review and carefully consider the congestion manage-
ment reform/market redesign proposal being developed by the Cal ISO when it
is filed.

e If policymakers determine that California’s market structure requires the continu-
ation of price caps, the limitations on competitive activity and prices should be
based on a rigorous market analysis; further, the termination date for the caps
should be tied to a well-defined, achievable target (e.g., sufficient capacity or re-
serve margins).

19CPUC, Supplemental Direct Access Implementation Activities Report, August 15, 2000.
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